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In an earlier article the writer discussed a number of de- 
cisions bearing on the duties and responsibilities of the auditor 
in relation to the valuation of inventories, and at that time it 
was pointed out that the obligations imposed on the auditor by 
law were less onerous than the standards which he sets for him- 
self. In this article it is proposed to consider the extent of the 
obligation which the auditor should discharge in order to feel 
secure, not only in law, but in his own professional conscience, 
and also to discuss various suggestions which have been made 
with a view to affording greater security to the investing pub- 
lic than is provided by the present practice. 

At the outset it must be admitted that an auditor and his 
representatives, like the rest of mankind, are not infallible and 
are therefore liable to make mistakes, clerical or otherwise, 
(including both errors of commission and omission) which may 
lead to disastrous results, and while in some cases direct errors 
of this kind are pardonable, generally speaking the auditor should 
be prepared to accept the responsibility of himself and his clerks 
for such oversights. The difficulty, however, does not usually 
lie in matters of this kind, but rather in the failure to discover 
some deliberate and carefully laid plan or device for the inflation 
of the inventory values in one way or another, for the purpose 
of making a good showing or of bolstering up a bad one. 

Since an inventory valuation is largely the result of different 
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individuals’ opinions as regards its various features, it follows 
that no such thing as exactitude exists in respect to it, and hence 
no definite or precise rules can be laid down other than certain 
general principles which should usually be followed. In con- 
sidering this feature of the subject it naturally falls into three 
main divisions, vis., the extent of the auditor’s duties and re- 
sponsibilities as to— 


(1) Clerical accuracy 
(2) Bases of pricing, and 
(3) Quantities, quality and general condition of the stock. 


As to the first of these, viz., the clerical accuracy, there are 
of course no two opinions, for clearly it is the auditor’s duty 
to satisfy himself that the stock sheets have at least been cor- 
rectly figured, i.e., extended, footed and summarized, and also 
that the summaries have been properly and correctly transcribed 
on the books. The correct transcription of the rough inventory 
memoranda (if any) on the final stock sheets would also come 
within this category. The proper performance of this duty 
does not, of course, necessarily mean that every single entry, ex- 
tension and footing must be individually checked. It does mean, 
however, that sufficient work must be done to satisfy the auditor 
that the possibility of a substantial error has been eliminated. It 
therefore involves, first, a careful inquiry from those responsible 
for the original compilation as to the methods followed and the 
precautions taken (by way of calling back and re-checking, etc.) 
to assure that the work has been correctly done in the first in- 
stance ; and secondly, a thorough test of the extensions in order 
to determine from the conditions found to exist in respect to 
those items which are examined the manner in which the work 
has been done and whether or not it is necessary to extend the 
test further, even to the examination of every item. Similar 
procedure would be followed as regards the transcription of the 
rough memoranda or inventory tags to the finished inventory 
sheets, while the footings would usually be completely checked 
from the “tens” or “hundreds” columns forward, and a complete 
check made of a number of sheets selected at random; while the 
final summaries and the transcriptions to the ledger accounts 
would require to be checked in detail. It is also desirable to see 
that each inventory sheet is properly initialed or signed by the 
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clients’ employees as vouching for the accuracy of the work each 
has undertaken in the original compilation. 

When an auditor has made a thorough test-check along these 
lines and the conditions have been found to be such as to render 
it a reasonable assumption that the rest of the work is correct, 
he will have fulfilled his duties and could not be held responsible 
for a clerical error which it may later develop existed in that 
part of the work which happened not to come under his observa- 
tion or within his test-check. 

The question as to the extent of an auditor’s responsibility 


for the prices used in the inventory may possibly be more de- 


batable, since the verification of prices is not in all cases a 
straightforward and easy matter, and might involve technical 
points (for example, as to the proper prices at which the work 
in progress in various stages of completion and finished pro- 
ducts should be taken) and indeed, among accountants there are 
many advocates of the view that the matter is one in respect of 
which the auditor must rely on the.information furnished to him 
by the trusted officers of the company whose accounts he is ex- 
amining. This view, however, is not by any means generally 
conceded, nor would it seem to be the view accepted by the Eng- 
lish courts since repeated reference is made in English decisions 
to the examination of invoices for the purpose of confirming the 
prices used. 

One of the fundamental principles of accounting practice is 
(aside from certain isolated instances where it has come to be 
the custom of the trade as a matter of practical necessity to recog- 
nize some other basis ‘of valuation, or the commodity itself is of 
such a character that it possesses a realizable market value as 
soon as it is produced) that inventories should be valued at cost 
or market value, whichever is lower. It is therefore clearly the 
duty of the auditor to do at least all that an ordinary, prudent 
business man would do to ascertain that this principle has been 
adhered to, or the alternative basis used fully disclosed; and 
the alert practitioner would undoubtedly go further than this by 
bringing to bear on these questions his superior knowledge and 
expert skill in accounting matters which are not available to the 
ordinary, prudent business man, and he (the auditor) would 
therefore make use of the various expedients known to him to 
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ascertain as far as practicable and to satisfy himself beyond doubt 
that these principles have been followed. 

An accountant is not a valuer, and it does not rest with him 
to set prices or make valuations on every article appearing in 
an inventory. The responsibility for the pricing and valuing rests 
with the manufacturer or business man whose accounts are be- 
ing scrutinized; it is for the auditor to check or verify these 
prices, and to substantiate the valuation as a whole. In the event 
that it can be clearly demonstrated that wrong prices have been 
used, as in the case of raw materials and supplies which can be 
readily checked against recent invoices, purchase contracts, mar- 
ket quotations, etc., it behooves the auditor to see that such 
mistakes, whether inadvertent or deliberate, are corrected. 

Then, again, when the accounts are kept in such a way that 
the actual manufacturing cost can be readily ascertained, it is 
the duty of the auditor to satisfy himself that such cost prices 
have been used, and that they have been obtained in a correct 
manner. In some cases, however, where proper cost records are 
not available, the auditor is necessarily to a large extent in the 
hands of his clients, since it is difficult, and frequently almost im- 
possible, either to prove or disprove the accuracy of the cost 
prices adopted, and it is herein perhaps more than anywhere else 
that the skill and resourcefulness of the auditor are put to their 
severest tests. In such cases it may not be practicable to deter- 
mine unit costs, particularly in a business producing a large 
assortment of products which at the inventory-taking are in a 
variety of stages of manufacture. Nevertheless, even in these 
cases by the application of methods and expedients known to 
the highly trained and skillful accountant he is not infrequently 
able to prove to his satisfaction that the valuation of this part 
of the stock is in the aggregate entirely wide of the mark, and 
in this event the responsibility for an adjustment of the total 
clearly rests with him; although possibly in such circumstances 
his failure to discover the error might be excused under the 
_law as it now stands, and probably rightly so since the standards 
set for the profession at large must necessarily be average stand- 
ards and not those attained by practitioners of exceptional skill 
and ability. The rewards for the latter will be found, of course, 
in the added reputation and additional practice which would 
naturally accrue to them. 
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As to the last division of the subject, viz., the responsibility 
of the auditor for the quantities, quality and general condition 
of the stock reported, broadly speaking and aside from what 
would clearly constitute gross negligence, it may be said that no 
legal obligation attaches except in so far as it may be represented 
by a clerical error which in the ordinary course should have been 
discovered. This somewhat sweeping disclaimer of any legal 
liability is, however, subject to the general qualification mentioned, 
that it would not embrace gross negligence; in other words, if 
the irregularity had been made deliberately in such a bare-faced 
manner that any ordinary prudent business man would have dis- 
covered it, the auditor could not of course expect to escape the 
penalty for such negligence. Apart from this feature, however, 
it would seem to be settled law that he is entitled to rely upon 
the information given to him, either orally or written, by the 
company’s trusted officers or employees unless he has good 
grounds for suspicions that he is being deliberately misled. 


The auditor is not an expert in every line of business and 
cannot be expected to employ experts in every line of business, 
or to put himself in a position to question the quality or condi- 
tion of stock as reported by apparently honest people. The de- 
cisions of the courts have been very emphatic as to these points, 
and the view taken would seem to be eminently fair and reason- 
able. On the other hand, it is the duty of the auditor to make 
diligent inquiries as to the manner in which the stocks have 
been ascertained and reported, and whether or not unsalable, 
deteriorated and inactive stocks have been so listed and ap- 
propriately valued, and it behooves him to obtain a certificate from 
the responsible officers to this effect, and having done this he 
has fulfilled his duty. 

It is true that an auditor’s responsibility would be greater 
and more would be expected of him in certain lines of business 
than in others, according to the facility with which these matters 
can be determined without special technical qualification; and 
therefore a general rule based on an average case should not be 
accepted and relied upon too implicitly. Numerous instances 
could be cited where failure to detect irregularities under this 
heading would constitute gross negligence; therefore it follows 
that each case must be considered on its individual merits as to 
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just how far the auditor must go in order to be immune from 
criticism, and to avoid the possibility of legal proceedings being 
instituted against him. 

* * * * * 

In view of the limitations placed upon the duties and re- 
sponsibilities of an auditor as outlined in this and the previous 
article, the question may well be asked as to how the stockholder 
and the public regard the matter, and if unfavorably, the further 
question may arise as to what is the remedy. 

Undeniably the answer to the first question is that decisions 
which have been rendered by the courts in England were not 
received by the public with satisfaction, and this, it must be ad- 
mitted, is not unnatural since the investing public is left thereby 
in the position that notwithstanding the safeguards intended to 
be afforded by the appointment of auditors, it is practically com- 
pelled, as regards a most important feature of the accounts, 
to rely largely upon the honesty and integrity of the individuals 
entrusted with the management of its enterprises and to be 
content to regard its auditor (to use the words of Justice Lopez) 
as its “watch-dog” but not its “blood-hound” to track out fraud 
and dishonesty which has been thoroughly and carefully covered 
up. 

Now, as to the remedy—and here a perusal of the pages of the 
Accountant (London) is not without interest. The suggestions 
offered are principally for an extension of the accountant’s re- 
sponsibilities to be accompanied by an increase of his com- 
pensation commensurate therewith, in case the latter is found to 
be necessary; or, alternatively, the employment of expert ap- 
praisers to undertake this part of the work; while other more 
severe critics studiously leave the question of the remedy to the 
imagination. The practical solution of the problem is, of course, 
one that will work itself out and there is little doubt that ac- 
countants may be relied upon, in their own interests, to do their 
part to this end. The situation is not a simple one in that there 
are practical difficulties to be overcome in whatever course is 
followed, and unless some decided advantage can be gained there 
is not much purpose in disturbing the conditions as they at pres- 
ent exist, even though these conditions may not be all that is 
desired. 

Of the suggestions offered, the alternative, viz., the employ- 
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ment of expert appraisers to take and certify the inventory, would 
appear to have less of merit in it, and in fact, to be less prac- 
ticable than the other, although it must be confessed there are 
undoubtedly a large number of accountants of the more conser- 
vative type who would readily welcome this or any other innova- 
tion which would be calculated to relieve them of existing re- 
sponsibilities, which they consider are already too heavy. 

The contrary views, on the other hand, of those who are 
willing to assume almost any added responsibility with foolhardy 
assurance and regardless of future consequences, are not likely 
to be seriously considered either, and it would therefore follow 
that the solution must be looked for on some middle ground which 
will be acceptable not only to the profession at large, but to the 
public and the companies concerned as well. 

To refer in greater detail to the objections to the employ- 
ment of expert appraisers, it must be admitted at the outset that 
at the present time there is not a sufficient number of trust- 
worthy firms of professional valuers available to do the work, 
and if their numbers were increased it is not at all clear that 
the scheme even then would be feasible. In the first place it 
might well prove to be impracticable and too costly for each in- 
dividual firm to attach to its staff experts in every line of in- 
dustry, a course which would seem to be essential in order that 
their work might be properly carried out, since it is not to be 
expected that an expert qualified to value the inventory of a steel 
manufacturer would be equally qualified to render a similar serv- 
ice for a textile mill. Indeed it seems highly probable that the in- 
vesting public would refuse to accept appraisers’ certificates based 
on any other than a bona fide expert valuation and in case this 
standard cannot be reached there is good ground to doubt that 
such certificates would be preferred to those of the practical 
business men associated with the enterprises under audit; this 
would be especially so in those cases where the businesses are 
of some magnitude and the officers responsible for the stock- 
taking are men of wide reputation and high standing. 

It must be borne in mind also that the valuation of an in- 
ventory for annual account or balance sheet purposes is a very 
different thing to an appraisal for a special purpose, such as pur- 
chase and sale, liquidation, fire adjustment, etc., and, as the 
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accountant well knows, very different principles of valuation 
might govern. What position would such a valuer be in, in- 
dependent of the accountant, to determine what cost prices should 
be used for work in progress and finished stocks? The answer 
is that he would be practically helpless ; and yet, if any other basis 
of valuation were permitted, or the same firm of valuers were 
not reappointed from year to year in order to assure consistency 
of methods, the result upon the profit showing for any given 
period can well be imagined. Furthermore, another difficulty 
which might stand in the way of the general adoption of this 
plan is the additional expense to the companies themselves it 
would involve, which in a large number of cases might not be 
justified and in others be considered to be unnecessary and the 
entire work a needless precaution. However, be this as it may, 
the truth still remains that additional security to the public along 
these lines cannot be obtained without some additional incidental 
expense and it is quite conceivable that this alone might prove 
to be a barrier to the course suggested. The views of the Ac- 
countant on this aspect of the case, as expressed in its issue of 
February 10, 1912, are worthy of note: 

There are no doubt a few firms of valuers who could be re- 
lied upon for any valuation that they undertook to make, no mat- 
ter what its precise description, but the number of these is so 
small, and the means by which shareholders could discriminate 
between them and the unworthy are so uncertain, that we are satis- 
fied that the systematic employment of professional valuers for 
verification of stocks would not produce results at all commensurate 
with the costs incurred, and would often prove to be an entire de- 
lusion, 

The other extreme view—that all limitations to the respon- 
sibilities of an auditor in respect of inventories should be re- 
moved—is undoubtedly entirely out of the question also for 
various good and sufficient reasons, of which may be mentioned, 
first, the additional cost incidental to the extension of the scope 
of audits rendered necessary in such circumstances; second, as 
in the case of the valuers, the impracticability of each firm 
of accountants carrying on its staff men sufficiently skilled in all 
industries to pass an opinion upon the condition and value 
of all commodities and articles manufactured; and last and 
most. important of all, an accountant is not by experience a 
valuer, and this it is believed the investing public and the bank- 
ing community thoroughly understand. 
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The whole question, therefore, in the opinion of the writer, 
largely resolves itself into one for the stockholders, or others 
financially interested in any given business, themselves to solve. 
That is to say, if they are not satisfied with the conditions as 
they now exist (and are daily becoming more generally and 
thoroughly understood) it is for them to instruct their auditors 
accordingly and to enter into such special arrangement with 
them as they may desire, when no doubt plans could be effected 
to fit each case, possibly by the auditor or his client calling in 
such outside expert assistance as might be desired, in which case 
the expert should conduct his work in conjunction with and 
under the general direction of the auditor. This would seem 
to be the middle course and the one most suitable, since it does 
not compel those interested in one business, who are quite satis- 
fied with the conditions as they are, to incur the additional ex- 
pense involved in a more thorough verification merely to meet 
the views of those similarly interested in an entirely different 
business who are dissatisfied with these conditions. 


Not infrequently even now accountants are requested by their 
clients to supervise in a general way the inventory-taking with 
a view to ascertaining that the work has been properly and 
systematically carried out in good faith, and if this be required 
and the rest of the work be conducted along the general lines 
indicated herein on the basis of the moral responsibility involved, 
rather than on that of the legal responsibility, it is submitted 
that in the absence of gross fraud, all will have been done which 
could reasonably be done by any one other than an expert valuer 
engaged especially to appraise the stock for a special purpose. 
For these reasons it is contended that the certificate of a reputable 
and conscientious accountant who has conducted his work ac- 
cording to these standards is just as valuable to a banker, a pres- 
ent or prospective stockholder, or to the man in the street, as it 
could be even if he did assume the added responsibility of a 
so-called valuer. 

It is not by additional titles, descriptions of his calling, etc. 
that the prestige and reputation of the profession of the ac- 
countant will be built up, but rather by individual effort to 
achieve the high standards that have been set by the older pro- 
fessions. 
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By Harotp DupLEy GREELEY, C. P. A. 


In every discussion of efficiency problems we find the word 
“science” and we frequently hear reference to the “science of 
office management.” Now if office management means getting 
the office work done, it means essentially the doing of things, 
the use of certain rules to accomplish certain ends. This being 
so, getting the office work done is art, not science; for science, 
far from being an active power or a use of rules, is merely 
knowledge, accumulated, orderly knowledge, or as the diction- 
ary tells us, “all the present knowledge of a subject, coordinated 
and systematically arranged as the result of critical investiga- 
tion of truth for the sake of knowledge.” In our problem, then, 
of getting the office work done, science provides the principles 
and knowledge which must be applied in the solution, but the 
solution itself becomes an art. 

Science provides information and principles in the use of 
which we as artists may work out rules of procedure. The func- 
tion of science is to save us from mistakes by marking out 
boundaries within which the rules of our art must fall. Limited 
only in this way, the rules of our art may vary as the originality 
of the artists and the solutions of a given problem may be 
numerous, any one of them sound as long as it does not run 
counter to the principles of the sciences limiting our art. The 
value of a solution depends upon the quality of the art which 
produced it. But let us not expect science to furnish directly 
the rules of procedure. 

There are four sciences germane to the art of getting the 
office work done. They are the science of organization which 
informs us about human factors and how they should be re- 
lated ; the science of physical equipment which gives us standards 
for the housing of the human factors and the supplying of ade- 
quate office tools; the science of employee selection which pro- 
vides tests by which we may determine eligibility; and the 
science of psychology which shows us the general mental ele- 
ments and procedures of the human factors. The first three of 


*A paper read at the _— of the Efficiency Society, Lake Placid, 
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these sciences have already been discussed in papers at this 
convention. The science of psychology, of course, could not be 
summarized in a paper of this length, but in connection with 
that science it seems that individual psychology is not so valuable 
in the solution of our problem as group or social psychology. 
The principles of social psychology are stated in the works of 
Professor Ross of the University of Wisconsin to which a gen- 
eral acknowledgment of indebtedness is made. 

The four sciences named limit the art of solving our prob- 
lem ; they do not solve it for us. An exhaustive knowledge of all 
of them would not itself solve the problem in any office. An 
intermediary mind must work out a solution of each individual 
problem, making use of the knowledge furnished by the sciences 
and taking care that the solution does not overstep the bound- 
aries drawn by any of them. 

This paper considers the art of getting the office work done 
and presents certain rules which have proved adequate in in- 
dividual solutions of the problem. Some topics are dismissed 
with a word while others are discussed somewhat fully; this is 
because a paper of limited length can profitably discuss only 
the more interesting phases of the problem. This paper does not 
attempt to state the principles of the four sciences named, al- 
though reference will be made to such of them as limit the rules 
discussed. More attention will be paid to psychology than to 
the other sciences because that is the one most often neglected, 
a neglect which most frequently prevents successful solutions. 
Compliance with the principles of the three other sciences being 
assumed, the problem.after all is a human one. That is what 
gives it its great interest. 

Solutions of our problem must involve, first, a definition of the 
work to be done, secondly, affirmative effort to establish certain 
means for doing it, and thirdly, an attempt to overcome certain 
obstacles. A definition of the work to be done means a definite 
conception of it in the executive’s mind and definite instructions 
to employees. The means of doing the work involve organiza- 
tion, equipment, employee selection, the physical condition of 
employees, their education, loyalty and habits of work, capital- 
ized experience and a day’s work for a day’s pay. Some of 
the obstacles to be overcome are distraction, errors, unnecessary 
expense, and non-availability of equipment. 
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Indecision on the part of the executive is a potent waste. 
There must in all cases be a clear conception in the executive’s 
mind of the work to be done before he starts employees on the 
task of doing it. 


INSTRUCTIONS TO EMPLOYEES 


An employee is entitled to definite instructions. If he is to 
exercise judgment as to what is to be done or as to the method 
of doing it he should be so informed and that fact should be 
considered in fixing his compensation. Not only should definite 
instructions be given; some means should be taken to ascertain 
that they are understood. An oral assurance from the employee 
is not as satisfactory as one in writing, because a person usually 
hesitates to go on record as understanding an order unless he 
feels confident that he does understand it. 


Instructions of a general nature may take the form of an 
office manual which is re-edited periodically. If a manual is 
used it usually is more effective to give a copy to each employee 
than to keep one in the office which all may consult. Each em- 
ployee should be required to sign a formal receipt for the man- 
ual certifying that he has read it and understands it. 

Instructions may be given also by written orders covering 
general or special matters. Such orders sometimes are pasted 
in a book which all employees are required to sign, the book 
thereafter being kept in the office available to all employees. 
That method is not entirely satisfactory if the employees are 
numerous because it is difficult to determine readily that all 
employees have signed. It is better to give each employee a 
copy of each order affecting him and to require a formal receipt 
from him. The receipt may conveniently be written at the 
bottom of the order to be detached and returned to the execu- 
tive with the employee’s signature. 

It is advisable to determine from time to time that orders 
are being obeyed. An order to which obedience is not re- 
quired is much worse than no order. Formal examinations of 
employees on orders issued is generally impracticable, but ques- 
tions relating to orders shouid be asked occasionally and any 
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violations of orders observed in current work should instantly 
be made the subject of comment. Incidentally it is wise to 
comment also on the obedience of orders when that condition 
can be observed. 


ORGANIZATION—GENERAL 


In forming an organization the functionalizing of the men 
at the head of it is a matter of great importance. The following 
organization scheme, which seems of exceptional merit, was re- 
cently suggested to the writer by Dr. Gustave Blumenthal, of 
Washington, D. C. There should first of all be an organizer 
whose function it is to develop the business extensively and in- 
tensively. Then there should be an executive whose duty it is 
to see that the current work is carried on. Between those two 
there should be a man who may be called the administrative. 
His work is the running of the business as a whole. He tempers 
the schemes of the organizer to meet the capabilities of the execu- 
tive and on the other hand he spurs on the executive to meet the 
hopes of the organizer. The work of the administrative is of 
a higher grade than that of either of the others. Our problem 
of getting the office work done concerns chiefly the executive. 


ORGANIZATION—DELEGATION OF WorK 


No person, executive or employee, is adequately fitted for all 
kinds of work. Furthermore, all grades of work do not com- 
mand the same rate,of compensation. Hence there should at all 
times be such an assignment of work as both to secure good 
workmanship and avoid excessive cost. The necessity for re- 
gard to delegation of work is shown in the following instance. 
An executive who was very valuable in writing advertising mat- 
ter insisted on reading the final proof for typographical errors. 
He regularly passed errors which an ordinarily capable clerk 
would have detected and in doing it he used twenty dollars worth 
of salary on work which should have cost four. In justification 
of the expense he pleaded that reading the proof gave him new 
ideas ; if so, he should by all means read it, but for that purpose 
only. The proof should be read also by the clerk competent to 
detect the errors notwithstanding the additional cost. 
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No man should be indispensable. An organization should not 
be seriously crippled by the retirement of any individual. There 
should be some other person able to perform the work of each 
employee although it is not to be expected that the understudy 
would perform it equally well. Occasionally, however, we are 
surprised to find an understudy performing it better. It is said 
that a political boss once demanded the retirement of a chief 
clerk who had been continuously in charge of a department office 
during the incumbency of many department commissioners. The 
commissioner who was ordered to retire the chief clerk pleaded 
that the man was indispensable but admitted that if the man died 
the office would be managed some way. The boss thereupon 
decreed that the chief clerk should be considered dead and the 
position was given to another. 


EQuIPpMENT 


Nothing can be said here of equipment except to call atten- 
tion to the principle that it should be suitable for the work to be 
done. That principle like many other obvious ones is not always 
applied in concrete cases. 


EMPLOYEE SELECTION 


In our problem we are concerned with the final assignment 
of employees more often than with the selection of them at first. 
Scientific selection being assumed, the average employee soon 
reaches what has been called a mental plateau. That is to say, 
he reaches a point beyond which he does not seem able to de- 
velop. His work, instead of improving, continues at about the 
same grade. If the grade attained is satisfactory, there usually 
is no reason for disturbing him, but if it is not satisfactory effort 
should be made to assign him to another task at which he will 
render satisfaction. An employee should not be discharged if 
there is any way to render him useful, because training a new em- 
ployee is costly. Careful observation will sometimes reveal a 
physical or mental quality which renders the employee unsuited 
for his present task but promising for some other. For example, 


346 


Getting the Office Work Done 


a boy engaged as telephone operator and general office assistant 
disclosed an unsuspected deafness of slight degree. That defect 
unfitted him for efficient work as telephone operator but after he 
was transferred to the accounting department he developed into 
a good assistant bookkeeper. In another case a man employed 
as bookkeeper made an unusual number of mistakes. A serious 
effort to correct the fault failed. He had a pleasing personality 
and largely on the strength of that he was transferred to the col- 
lection department where he succeeded. 


Puysicat ConpItion oF EMPLOYEES 


The mind will not function properly if the body is not at 
ease. A stenographer was doing inferior work despite efforts to 
correct it and the excuse invariably was “headache.” Investiga- 
tion showed that the headaches were due to an uncomfortable 
chair. Upon the substitution of one with proper back support 
the headaches ceased and the work became satisfactory. 

The mind will not function properly if the body is not al- 
lowed to function properly. A most common office annoyance is 
unsatisfactory work immediately after luncheon. Improper 
lunching is so common and proper lunching so important that 
many large offices provide lunches for the employees. In an 
office where it might be impracticable to provide lunches 
good results have been obtained by giving employees written 
suggestions as to attractive combinations of food for luncheon and 
moderate priced restaurants where the food can be obtained. The 
difficulty, however, is not confined to employees; it frequently 
is encountered with executives. We find improper lunches all 
the way from the president’s heavy meal of meats and desserts 
to the telephone girl’s lunch of two chapters of Jane Eyre and a 
dish of ice cream. There should be some means of relaxation 
at the noon hour. Rest rooms for employees are useful pro- 
vided that they really are rest rooms. As for executives, the 
expedient of a big club in a western city is suggestive. The 
club has a darkened rest room which contains a number of 
couches. A member of the club may leave a call at the office, 
retire to the rest room and sleep. A frank admission that a 
short sleep is what a sleepy man needs is a first aid to efficient 
work. One of the most energetic and active business men of 
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Brooklyn who fortunately is able to go home for lunches makes 
a practice of taking a short sleep each noon. The private office 
of the executive might well provide for such relaxation when 
the need for it is felt. 


EpUCATION OF EMPLOYEES 


The means of education of employees in the business of the 
office range from an organized school maintained by the em- 
ployer to suggested attendance in outside evening schools teach- 
ing related subjects. Whatever the method, however, each em- 
ployee should be taught the relation of his work to that of the 
rest of the office, perhaps by means of a graphic chart showing 
the organization and the routing of ordinary work. In connec- 
tion with the systematic education of employees the office should 
have a library of related subjects which each employee should 
be encouraged to use. Employees should be advised to join 
organizations of men engaged in similar work in other offices or 
in the absence of such organizations to form one of their own 
The latter expedient, however, should be well planned before it 
is launched. To insure success there must be a definite pro- 
gramme of work for the organization and means must be taken 
to prevent overforceful employees from monopolizing it. On 
the other hand the employer must remain sufficiently in the 
background to forestall an inference of paternalism. 


LoyALTY 


One result of education of employees is likely to be increased 
loyalty. In the introduction to Royce’s Outlines of Psychology 
President Butler says, “No process is known to man by which 
knowledge will surely be converted into sympathy and insight; 
but sympathy and insight, however great, are invariably made 
greater when knowledge is added to them.” Give an employee 
knowledge of the relation of his work to the organization as a 
whole, let him understand the necessity for prompt and accurate 
performance of his task, and such loyalty as he has will surely 
be increased. 

There is a great deal of loyalty in the world and a great deal 
of it is misdirected. Persons frequently are loyal where there 
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is no obligation and the result usually is an unconscious dis- 
loyalty in another direction where there is an obligation. The 
attitude of employees toward one another and toward the em- 
ployer furnishes many illustrations of misdirected loyalty. The 
idea of being a spy or a “squealer” is repugnant to the normal 
person but that repugnance should not cause an employee to 
ignore his obligation to his employer by concealing errors or 
worse in a fellow employee to whom he is under no obligation. 

An amusing example of misdirected loyalty was provided by 
an employee who regularly spent half an hour condoling a dis- 
charged employee each time the latter called in his effort to 
secure reinstatement. Upon being questioned, the employee ad- 
mitted he did not enjoy the half hour condolences but he felt 
it his duty to encourage the discharged one. It was suggested 
to the employee that such encouragement should be furnished out 
of office hours and that there was a duty toward the employer to 
devote office time to office work. 

The loyalty of the average person is to a leader, not a move- 
ment ; to a concrete personality, not an abstract principle. Loyalty 
to individuals composing a firm may develop into loyalty to the 
institution, but usually it is impossible to secure loyalty to the 
institution first. Hence it is important for the executive to 
inspire loyalty to himself. Now loyalty is strictly reciprocal 
and genuine human sympathy is the foundation of it. Employees 
must understand that the executive takes a genuine sympathetic 
interest in them. Needless to say in the expression of that in- 
terest the executive can never afford to be undignified. 


There is a type of inefficient executive for which no accurately 
descriptive name has’ been invented. He is the man who is 
voluntarily helpless in minor matters. If he has occasion to do 
some trifling thing out of the ordinary he does not delegate it 
to a subordinate nor does he apply himself intelligently to doing 
it. He consults one or more subordinates as to the best way of 
doing the thing and finally does part of it himself. His conduct, 
if not the result of temporary mental aberration, cannot be said 
to result from a desire to be waited upon; if so, he would dele- 
gate the work. It seems an attempted flattery to the subordinates ; 
he ostensibly admits that he cannot do the thing (which isn’t 
true) and places himself on a par with the subordinates in an 
unctuous discussion of the way to do it. He may be seeking to 
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inspire loyalty by showing that after all he is not superior to the 
subordinates and thus he and they should have mutual sym- 
pathy. Such conduct is not the way either to get the thing done 
or to inspire loyalty. 


Hasits oF WorK 


Habits are not all bad habits. Good habits may be as strong 
as bad ones and should be developed to the greatest extent pos- 
sible. The formation of habits tends to standardize work, and 
standardization of work is one of the greatest aids to the effi- 
cient dispatch of it. The habits of prompt and correct filing 
of papers, using a standard form of address in correspondence, 
securing for one’s self such information as is needed without 
unnecessary interference with others, devoting similar parts of 
the day to similar work, arranging papers in the order in which 
they are to be used—all obviate the time and mental effort of 
decision in individual cases. Hence rules should be established 
standardizing all procedures which are capable of standardiza- 
tion, and exact obedience to those rules should be required; but 
standardization must not be permitted to engender love of routine 
for the sake of routine; that would make an end out of a means. 

Wise rules may seem foolish at times; in emergencies the 
following of a wise rule may have provided the single element of 
success. In a large office there was a rule that the treasurer 
should not sign a cheque which was not initialed by the book- 
keeper to indicate that it had been entered in the cash record. 
One day an uninitialed cheque for a large amount was presented 
to him for signature. He spoke to the bookkeeper over the tele- 
phone and was assured that the cheque would be recorded as 
soon as it was signed. He thereupon signed it and had it re- 
turned to the accounting department. In the meantime the book- 
keeper was called to the president’s office on another matter, 
the recording of the cheque was overlooked, and a few days 
later an overdraft of the bank account resulted. The treasurer 
was the offending person most at fault. He had disobeyed a 
wise rule which at the time seemed foolish in view of the book- 
keeper’s assurance that the matter would receive his attention. 


Habits of work should be developed to secure the best man- 
agerial results. Nothing which can be standardized in a way 
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to secure the utmost utility should be left to haphazard and oc- 
casional performance. In the using of periodical accounting state- 
ments the routing of them may be highly important. They should 
pass in regular channel through the hands of executives who 
need the information contained in them, and each executive should 
initial the statements to place himself on record as having secured 
the information. In one instance a business permitted large 
discounts to certain customers. There never was any consistent 
attempt to ascertain whether such discounts were confined to 
those entitled to them until the routing of a monthly accounting 
statement required the signature of an executive certifying that 
the discounts were correct. 

In every group of workers there is a tendency to form a 
crust of custom which may become so strong that it cannot be 
broken from within. This is because it is normal for persons 
to acquire most of their intellectual habits from those with 
whom they associate. Many organizations seem ready to ad- 
vance to more efficient methods but they do not advance and there 
is no apparent reason. Analysis will usually show that their 
failure to advance is due to a crust of custom. In such a situa- 
tion there must be an insinuation of new ideas from without. 
Bagehot in Physics and Politics says, “One of the greatest pains 
to human nature is the pain of a new idea. It is,as . . . peo- 
ple say, so ‘upsetting’; . . . you do not at once see which 
of your old ideas it will or will not turn out.” The insinuation 
of new ideas should, except in emergencies, be as painless as 
possible and the most painless way is by slant-wise suggestion. 

Slant-wise suggestion is the kind used by Iago on Othello. It 
slides the new idea into the other mind without drawing attention 
to the suggester. It succeeds because it catches the other mind 
off guard and so does not have to overcome the natural tendency 
to combat a direct suggestion. In slant-wise suggestion an execu- 
tive has a decided advantage due to his prestige as executive, 
because persons are most susceptible to suggestion from those 
clothed with prestige. This principle probably was at the root 
of the statement attributed to Napoleon that men are like digits 
in that they get their value from their positions. 

Suggestion should be reiterated, preferably in varying forms, 
and it becomes more powerful as it increases in volume. A per- 
son responds most readily to suggestions which strike him at 
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about the same time from different directions. But suggestion 
to have a permanent effect must make some appeal to reason. 
It has been said that virtues grow on an intellectual stalk and 
right conduct is thought-out conduct. 


‘ CAPITALIZED EXPERIENCE 


No experience is of importance unless it is capitalized. The 
results of it should be so observed and recorded that it may fur- 
nish a guide for future action. Habits of work should be in- 
culcated to cause a repetition or. avoidance of the experience ac- 
cording as it is good or bad. Thinking about an experience alone 
is of no value because thought that does not induce action is 
worthless except as mental exercise. Any experience which 
shows more efficient methods or better results should be utilized 
by the establishment of precedures to secure a repetition of it. 


A Day’s WorkK For A Day’s Pay 


This means of getting the work done is frequently the hard- 
est to acquire. Employees who could not be induced to steal 
money are often most serious offenders in stealing time, and 
executives are no less indictable than employees. Moral laxity 
in the use of time for which one is paid probably results from 
the great waste of time which is one’s own. No number of 
books on how to live on twenty-four hours a day or how to use 
the margin of one’s time seems able to check this waste. 


In the office the first requirement seems to be the establish- 
ment of a standard for each grade of employees. It is obvious 
that standards must differ with grades. Compensation of men 
who are employed to produce ideas is fixed on a time basis only 
as a rough approximation for convenience. An idea which oc- 
curs to such a worker while idly looking out the window or dur- 
ing a wakeful moment of the night may be of incalculable value. 
Such workers can be judged only by the general result of their 
work. 

But employees who cannot fairly be classified as idea pro- 
ducers should be held to a more rigid standard. The steno- 
grapher, the bookkeeper, the clerk, should at least keep busy 
during the office hours established although no way is known to 
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preven. day dreaming under the semblance of work. The least 
that can be done is to prevent the obvious wastes of time in- 
volved in extensive morning greetings, visiting among employees, 
personal telephone conversations, personal correspondence, tardi- 
ness in arriving, the taking of office time for putting on and tak- 
ing off wraps and the like. Let it be understood that the em- 
ployee is expected to be at his post ready for work at the begin- 
ning of the day, to remain there during the day and to be there 
engaged in work at the time of closing. Experience shows that 
firm enforcement of this requirement tends to diminish the ob- 
vious wastes to which reference was made. 

The example set by the executive is a factor not yet thoroughly 
understood. His work being of a different grade, the time which 
he takes for it is not an exact criterion for the employee. One 
large employer of office help in New York makes it a practice 
to be at his desk at eight each morning although the office hours 
begin at eight-thirty. That practice is of doubtful value in in- 
spiring punctuality among employees. Some of them think it 
strange that a superior man should require so much time for 
his work. Others consider his work so different from theirs that 
it is not comparable. More of them, however, pay no attention 
to it. 

Regard must be paid to the temperaments of employees. Time 
clocks should not be installed without careful consideration of 
their psychological effect. If their installation is likely to give 
employees the impression that they are mere cogs in the office 
wheel it would prove poor economy. A compromise scheme 
which seems to work better than either time clocks or no record- 
ing of time is the use of a time book which each employee is re- 
quired to sign upon arrival and departure, morning, noon and 
night. The value of such a book is increased by requiring late 
arrivals to sign below a line drawn across the page under the 
signature of the last employee who arrived on time. 

If the effort to secure a day’s work for a day’s pay is made 
in a way which irritates employees or makes them contemptuous 
or if it prevents the repose of a well balanced, well governed, 
but swiftly running machine it will fail. Irritation is efficient only 
as sand in the bearings. 
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The brain receives every moment an enormous overwealth 
of stimulation. Appeals for attention are made on every hand 
by innumerable agencies. For the brain to follow consistently 
a given line of thought, one must repel all diverting appeals for 
attention. It has been discovered that the higher a given func- 
tion of the brain is the easier it is to repel appeals of a lower 
order. Hence prevention of distraction is aided by starting the 
brain along a high level. In the office, pride in the completion 
of one’s task serves to prevent wasteful lapses. So also a mis- 
chievous office boy or a sentimental clerk may be redeemed by 
assigning him a task which interests sufficiently to start his brain 
along a level higher than mischief making or sentimentality. 

It is obvious that the reduction of distracting influences 
makes victory over them easier by the mere reduction of their 
number. Employees should not face windows where prospects 
invite attention nor should they be placed so that other persons 
have occasion to pass near them. They should not be subjected 
unnecessarily to noises whether of street or of office origin. 
Efficiency in the bookkeeping department of a large office was 
récently increased by moving the department to an end of the 
office where no one had occasion to pass. 


ERRors 


The prevention of errors in an office usually resolves itself 
into the problem of detection of errors. Every person makes 
mistakes, but few persons are so constituted that they automatic- 
ally recognize their own mistakes. The doing of an act makes 
it relatively easy to repeat the act, but the ease of repetition de- 
creases with lapse of time. Hence if it be necessary for an 
employee to examine his own work, as long a period of time as 
practicable should elapse between the doing of the work and the 
examination of it. Otherwise, he will be likely to repeat the 
mistake by not recognizing it. A bookkeeper with a “difference” 
can locate it more readily if he postpones the hunt for it until 
other mental activities have led him off of the brain path created 
in making the error. 

Whenever practicable the work of employees should be re- 
viewed by other employees in order to secure detection of errors. 
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Where office procedures are complex it is easy to construct a 
system of internal check whereby a mistake by one employee will 
automatically be brought to the attention of another by making it 
difficult or impossible for the latter to perform his task. In some 
cases it is possible to assign employees solely to the task of 
examining work of other employees. For example, where much 
typewriting of an intricate character is done it usually is econom- 
ical to have employees whose sole duty it is to examine the 
typewritten work. In that case effort should be made to pre- 
vent the typewriters from concealing mistakes by corrections of 
such as they themselves discover. The procedure for the cor- 
rection of errors should be formal. Where manifold work is 
being done no mistake should be corrected in the first instance 
by the typewriter who made it because it would not then attract 
the attention of the employees who are responsible for its cor- 
rection and they would not examine each carbon to see that the 
correction had been made on all copies. Failure to observe this 
rule results sooner or later in sending out a carbon copy on which 
a mistake has not been corrected and placing responsibility for 
it unjustly on the examining employees. Incidentally a record 
of mistakes discovered by the examiners can form part of an 
efficiency record of the typewriters and the cost of corrections 
can be separated from the cost of original typewriting. The lat- 
ter information is valuable where an hourly charge for type- 
writing is made and where it would be inequitable to charge for 
corrections. 


UNNECESSARY EXPENSE 


Once an expense has been properly classified as unnecessary 
it must be stopped, but fine discrimination is required to determine 
what expense is unnecessary. Such discrimination can be exer- 
cised only by a person with an appreciation of relative values and 
with a position high enough to enable him to see the whole of 
the organization. Many small offices incur unnecessary expense 
in the use of costly equipment such as pencil sharpeners, mail 
opening devices, and sealing and stamping machines. Such 
equipment would be economically sound only in large offices. 
Much unnecessary expense occurs also in the use of stationery, 
particularly that which does not leave the office. 
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Non-AVAILABILITY OF EQUIPMENT 


Loss of time is usually the chief element of cost where equip- 
ment is not available, but the cost may include inferior work- 
manship and avoidable errors. Non-availability of equipment 
most frequently results from lack of physical control of it through 
improper storage or impairment of it through lack of proper 
maistenance. Stationery, for example, should be so kept that 
particular forms can be found without search, and typewriters, 
for instance, should be properly inspected and repaired. 

There are instances where an overdeveloped sense of pride 
in the care of equipment militates against the efficient use of it 
for the benefit of the organization as a whole. In a typewriting 
department of half a dozen employees each operative was given 
a particular machine. It soon developed that no operative was 
willing to permit any other operative to use his machine for fear 
that the machine would not be properly treated and much irrita- 
tion resulted whenever it became necessary to shift machines. 
An analogous case was furnished on a western railroad where it 
was discovered that engineers became so attached to particular 
engines that they would not drive them as hard as sometimes 
was necessary. The company thereupon required a rotation of 
engines for each engineer. 

One cause of inaccessibility of equipment is the locked desk 
of the employee. Employees should be instructed to keep no 
property of a personal nature in the office desks and should be 
made to feel that every desk may be occupied by various em- 
ployees and may be opened at any time by an executive. In 
emergencies requiring unexpected night or holiday work the 
locked desk of the employee becomes particularly offensive. 


CoNCLUSION 


It is the belief of many persons that the way to get the office 
work done is to do it. In emergencies they “jam it through.” 
That method is fairly satisfactory for an occasion, but it is 
costly in the extreme. No machine, office or other, can stand the 
strain of frequent, unexpected racing. For the smooth running 
of any machine, office or other, there must be observance of 
rules which do not transgress the laws of the sciences limiting 
them. 
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Real Estate Accounting; and May Premiums from 
Sales of Capital Stock Be Used for Dividends? 


By H. Ivor Tuomas, C. P. A. 


In considering the requirements of real estate accounting, we 
will commence with a definition of the title, and a specification 
of the nature of the business under discussion— 

“Real estate” is the term used to designate “landed prop- 
erty” ; and its application in the heading of this article is intended 
to refer to those companies or firms whose business it is to 
handle transactions in real estate. Such concerns are engaged 
in business, as distinguished from being engaged in the practice 
of a profession; the difference being that a business has for its 
aim and object the making of a profit, whereas a profession 
calls for the application of a particular science, experience, and 
technical knowledge or technical learning in its application. In 
the real estate business, as we are referring to it, there are two 
main divisions: one branch has for its object the renting and 
selling of property for others, and its earnings are all on the 
basis of commissions ; the other branch embraces those concerns, 
corporations, partnerships, or syndicates which buy and deal in 
real property—either purchasing tracts of land for improvement, 
subdivision and resale, or buying lots for the erection and renting 
of buildings. 

A firm coming under the first branch, whose business is to 
make sales and arrange for rentals, must keep a sufficient num- 
ber of accounts to furnish a complete record of its business ; .and 
these usually need not be very complicated. For example, take 
the case of a small operator—by a small operator is meant a 
single trader whose business is such that he can personally at- 
tend to all the details. The information which he must record 
comprises a list of the properties which are placed in his hands 
for sale or rent and their disposition. He can conveniently 
record and refer to such information by using a small pocket 
memorandum book alphabetically indexed, in which he will list 
the properties and add such information as he requires to tell 
him what has happened to them, and the results of his trading 
will appear in his cash book or journal. The business of a large 
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concern of the same nature can be handled in practically the 
same way, merely by extending or developing the system to cover 
the larger field of operations. That can be accomplished by a 
card system; using different sets of cards for rentals and sales, 
and providing a “dead file” to receive the cards on which a sale 
or rental has been recorded. The profits that are made in such a 
business must, of course, be reported to the cashier at the time 
when the cards are transferred, and the proper entries will find 
their way from such a report to the general books. 

The second branch comprises associations of individuals who 
have invested money in a common fund to be used in the pur- 
chase and development of real estate. The records that must 
be kept by such a concern are more varied, and their nature will 
depend upon the transactions involved and the steps necessary to 
carry those transactions to completion. In olden times, transfers 
of property were made by the owner walking on the piece of 
property with the purchaser and publicly announcing that he re- 
linquished his claims thereto and transferred it to the purchaser. 
Such a method involved the memory of those who were living at 
the time the transaction was made, and as time went on and wit- 
nesses migrated it was found to be necessary, or at least advis- 
able, upon the transfer of property, to issue and deliver an in- 
strument or document showing that the title passed from one per- 
son to another, in addition to making formal delivery by procla- 
mation. As transactions became more numerous on these lines, 
a further danger appeared in this method of transferring prop- 
erty through loss or destruction of documents, and consequently 
the plan was gradually developed of making a public record of 
the document which had been delivered, in a place where all 
could see and examine it. Such a public record gives notice to 
the purchaser of a piece of property, of every transaction that 
has taken place with regard to the particular piece of property 
that he contemplates purchasing ; and the theory of caveat emptor 
presupposes that every purchaser will take the trouble to ascer- 
tain that the man who proposes to sell a piece of property is the 
owner and has the right to transfer title. In these days, at any 
rate in California, the examination or search of titles .is handled 
almost exclusively by the title insurance companies: most of 
which call themselves “title insurance and trust companies.” 
The part of their business which relates to the titles of real 
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estate, however, is covered by the name of “title insurance com- 
pany.” These companies will for a fixed fee examine the pub- 
lic records and certify that the title is vested in such and such 
a person free from encumbrances, or subject to certain liens 
or drawbacks; and therefore the real estate concern is not re- 
quired to examine titles or to provide for a permanent record 
of the condition of the property in its system of accounts. Upon 
the transfer of a piece of property, if the sale be made partly in 
cash and partly on deferred payments, the plan usually adopted 
is to make a contract covering the terms of the sale, and to retain 
title in the vendor, i.e., not to issue and deliver the deed, until 
the terms of the contract have been fulfilled. It must be borne 
in mind nevertheless that since such a contract is a negotiable 
instrument the profit on the transaction is made when the con- 
tract is signed, and the entries necessary to account for the 
profit should be made at that time. 


Suppose that a corporation has been formed for the purpose 
of buying a tract of land, which it intends to develop, improve, 
subdivide and sell. The purchase is made for cash—that is, 
the entire cash payment is handed over at the time when the 
tract is bought. What figure should the corporation enter upon 
its books at that time? It should open up an account with the 
tract and charge the amount of the cash payment, that being the 
only charge that the corporation is entitled to make at this time. 
It is also entitled, however, to charge up to the tract the actual 
cost of improvement; and while it is handling no other tracts or 
pieces of property, all its overhead expense is a proper charge 
against the development of that particular tract. The nature of 
the charges that may rightly be added, briefly stated, are grad- 
ing, curbing, street work, planting trees, and anything that act- 
ually adds to the value of the tract. After the improvements 
have been completed, and the subdivision has been made, maps 
prepared, and the corporation knows the number of lots, their 
location, and the accessibility of the various lots, it will fix the 
selling price for each lot; and the cost price, with the cost of 
development and improvement, adding the overhead expense 
which applies to the improvement of that property, should be 
used as a basis for fixing the selling price. As a matter of 
fact, real estate concerns do not fix the selling price in strict ac- 
cordance with the cost, but by the figure for which they think 
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they can sell the lots, and which they expect to make the people 
pay. 

Next in order comes the selling period; and in this phase it 
should be clearly understood that selling costs must not be 
added to the cost of the tract, any more than taxes, interest on 
the investment, advertising charges, or the overhead charges that 
cannot be distinctly and absolutely placed on that tract; all of 
which are operating expenses of the corporation. 

With reference to the proper accounting for sales, one method 
when the sale of a particular lot has been consummated would be 
to credit the tract account with the price at which the lot was 
sold, even though only a small cash payment, say ten or fifteen 
per cent of the purchase price was received, and the balance, to 
be paid in installments, should be charged to the purchaser. 

The sale will be safeguarded by the execution of a contract, 
and as stated above, the profit is made at the time when the 
contract is signed. Supposing, however, that the contract is not 
completed, but the proposing purchaser forfeits his contract be- 
fore making any further payment, and the corporation is will- 
ing to cancel the contract. The amount due on the contract will 
stand charged to him in a personal account on the books of the 
corporation, or it may be charged as an item under the head of 
“contracts” possibly. At the time the contract is canceled, that 
lot returns to the unsold lots of the tract, and should be taken 
back into the tract account at its sale price. For example, if the 
lot was sold for $1,000.00 and the initial payment was $150.00 
credited to the purchaser’s personal account, at the time of the 
forfeiture of the contract that lot should be taken back into the 
tract account at $1,000.00 and the amount paid should be trans- 
ferred from the purchaser’s account to an account with “Re- 
ceipts on canceled sales.” 

The above illustration applies to cases where a separate 
account is not used to record lot sales, and consequently he 
profits appear in the tract account. 

It will be necessary for the corporation to keep some record 
which will show the condition of each of the lots in the tract. 
This may be accomplished by the use of a form ruled with col- 
umns to provide for the number of the lot, the name of the 
purchaser, the selling price, terms of sale, interest charges if 
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any, payments on account of principal and of interest and the 
payments due. 

While the foregoing remarks do not in any way exhaust the 
subject of real estate accounting, I have attempted to explain 
the general principles, which may be modified to suit varying con- 
ditions. 

Passing on to the consideration of the proper use and dis- 
position of premiums received from the sale of capital stock, 
I wish to emphasize the fact that while this question is introduced 
here with special reference to real estate accounting, it applies 
with equal force to every corporation, regardless of the nature 
of its business. In this connection we shall discuss the general 
books, and analyze some of the accounts that appear therein and 
on the balance sheet. At the commencement of this article 
it was stated that the aim and object of a business was the mak- 
ing of a profit. Upon what basis is that profit to be computed? 
Upon the capital or the investment? Here we encounter the 
necessity of a definition of the terms “capital” and “investment.” 
To take the viewpoint of the individual, let us say that I have 
an opportunity to buy capital stock in a corporation of this nature, 
which has been recently organized and is selling its stock at par. 
Its par value is one dollar, therefore I pay a dollar a share for 
the stock. It is my expectation to make a profit of say ten 
per cent per annum on my investment. This corporation con- 
ducts its business carefully, buys shrewdly, and makes sales of 
its property at a substantial increase over cost, and in consequence 
its stock is in demand. Twelve months later I buy some more 
shares of the capital stock of this corporation, but am unable to 
buy it at par, because its price, or market value, has advanced to 
two dollars a share. I am the individual investing my money 
in this real estate corporation, and at the time I purchase its 
stock, paying two dollars a share, I still expect to receive ten per 
cent profit on my investment. Now all the money that I have 
invested in the stock of this corporation, whether it was pur- 
chased at par or at a premium, as far as I am concerned as an 
individual, is capital or investment. The wording of the federal 
income tax law under “B,” permitting a deduction from income 
of losses incurred in trade when “not compensated for by in- 
surance or otherwise,” virtually authorizes the repairment of the 
individual’s capital to that extent ; and since it has been explained 
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that the intention of the government in this provision was to 
keep the individual’s capital intact, we may thereby strengthen 
the argument that all invested funds constitute capital. If then 
I as an individual am entitled to consider all the money that I 
have invested in the stock of this corporation as capital, as is 
undoubtedly the case, it seems reasonable to infer that, from the 
point of view of the corporation, all the money paid for its stock 
is also capital or investment. (I say “capital” or “investment” 
advisedly, because although the legal definitions of some of the 
terms used in accounting are not as clear as they might be, 
those which are clearly defined should be thoroughly understood. 
I shall refer to this phase again in discussing capital and capital 
stock.) Since the corporation ought to regard the investments 
of its stockholders as capital, it has no right prior to its dissolu- 
tion, to distribute any part of such capital contributions in the 
form of dividends. 

There is a difference between capital and capital stock which 
I will try to make clear. The laws of a number of the states 
say that dividends must not be declared which will impair the 
capital of the company; in one state the law says that dividends 
must not be declared from the originally subscribed capital; and 
in several the regulation is that dividends must not be declared 
if they will render the company insolvent. In approximately 
forty per cent of the states, the requirement with regard to divi- 
dends is that they must be paid only from surplus or net profits; 
which I construe to mean that dividends may be declared only out 
of profits, determined exactly as is definitely laid down in the 
law of California, that is “from the surplus profits arising from 
the business” of the corporation, or, in other words, from profits 
from operation. Where the word “surplus” is used in conjunc- 
tion with “net profits,” it evidently means that dividends may be 
declared only out of the surplus brought forward from a previous 
year, and obtained as net profits of such a previous period. 


Bouvier’s dictionary of legal terms defines capital as follows: 
“Capital signifies the actual estate, whether in money or prop- 
erty, owned by an individual or corporation,” and goes on: “It 
is the fund upon which it transacts its business, which would be 
liable to its creditors, and in case of insolvency pass to a re- 
ceiver.” It says further: “It does not include money borrowed 
temporarily.” The same dictionary says of capital stock that 
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it is “the sum divided into shares, which is raised by mutual 
subscription of the members of a corporation. It is said to be 
the sum upon which calls may be made upon the stockholders, 
and dividends are to be paid.” I would paraphrase these two 
definitions as follows: The capital stock of a corporation is the 
amount of capital for which its charter provides, and the capital 
of a corporation is the total value of the assets that it owns. 
Therefore all sums paid to a corporation in order to purchase 
a share of its assets are capital, although not necessarily included 
in capital stock. My contention from an application of the legal 
definitions is that it is wrong for a corporation to use premiums 
received from the sale of its corporate stock for the payment 
of dividends. But we are not obliged in California to rely upon 
such an argument. Section 309 of the civil code states very 
clearly where the dividends of a corporation must come from. 
The opening words of the section are: “The directors of cor- 
porations must not make dividends except from the surplus 
profits arising from the business thereof.” What is the busi- 
ness of a corporation? Section 290 of the code provides for 
the enabling document of corporations, known as its articles of 
incorporation, and the first item that the articles of incorporation 
must declare is the name of the corporation, and second the pur- 
pose for which it is formed. Article XII, section 9 of the consti- 
tution of the state makes it illegal for a corporation to do any 
business except that which is expressly authorized by law. Hence 
if a corporation fails to state in its articles of incorporation that 
its business is to sell its own stock, it cannot set up the claim that 
receipts from the sale of its capital stock in excess of its par 
value are, in any sense, profits arising from transacting its busi- 
ness. 

To illustrate the difficulties with which accountants must 
sometimes contend in their efforts to prevent the illegal (in Cali- 
fornia, at any rate), application of premiums derived from the 
sale of stock to the payment of dividends I will refer to some of 
the arguments that have been made by lawyers in support of 
the other side of the question. One legal opinion on this sub- 
ject starts with the suggestion that such premiums may be re- 
garded as coming under one of two headings, viz., capital stock 
or a fund from which a dividend may be paid; and through this 
suggestion insinuates that every account on the credit side of the 
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ledger, except the creditors’ accounts, must represent either 
capital stock or profits of operation. In fact this idea is elabor- 
ated to the extent of claiming that since capital stock means the 
amount of capital which must be kept unimpaired for the bene- 
fit of creditors, therefore whatever is acquired in excess of 
this amount, from whatever source derived, is surplus and may 
be distributed as profits. Many lawyers have the idea that 
everything called surplus represents profits, and while it is 
theoretically correct to claim that surplus should be used only 
to designate an amount available for dividends, it is unfortunately 
a common practice to include under the caption “surplus,” items 
which ought properly to be distinguished as “capital surplus,” 
thus showing clearly that they are not available for dividends. 

Another argument adduced in California was that if the 
directors of a corporation should declare a dividend out of 
premiums received from the sale of stock, they would not be 
violating any provision of the statutes “enacted for the purpose 
of preventing a dividend being paid out of the capital of the 
corporation.” This argument is easily refuted by referring to the 
wording of section 309, quoted above, but if any lawyer can 
seriously put forward such an argument, in a state where the 
law is comparatively lucid, it only serves to emphasize the neces- 
sity of a clear understanding among accountants on this sub- 
ject, pending improvements in the laws of many of the states to 
restrict the payment of dividends to net profits, and to define 
clearly what is meant by profits. The need of such a revision 
is apparent from a partial analysis of the codes on the question 
of the payment of dividends. In one state the code permits the 
payment of dividends out of the excess over the amount of 
capital paid in. Some state that dividends cannot be paid if 
doing so will render the company insolvent; and others restrict 
the payment to surplus or net profits, without attempting to 
define either. 

Lawyers generally appear to take the ground that the credit- 
ors of the corporation must be protected to the exclusion of any 
obligation to safeguard the rights of the stockholder. If this 
is a correct interpretation of the intent of the corporation laws 
as they now stand, it is high time for the general enactment of 
new laws having for their object a more adequate protection of 
the stockholders than is afforded under the present plan of al- 
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lowing them to participate in the election of directors, who are 
supposed to guard their interests. Apparently the laws now in 
force give full protection to the creditor, and it behooves account- 
ants, whose first duty is to the stockholder, to bend their efforts 
to obtain legislation that will remedy the existing deficiency. 

The evident method of accomplishing this result is through 
procuring the passage of statutes making it illegal to declare divi- 
dends out of premiums on stock sales, and requiring all cor- 
porations to submit their accounts and records to an independent 
auditor, whose duty it shall be to transmit a certified balance 
sheet and profit and loss statement to each stockholder at least: 
annually, in accordance with the requirements of the English 
companies act, the provisions of which may well serve as a 
basis for such legislation. 

The subject of the latter part of this article is one con- 
cerning which very little has been published, possibly because 
there has not hitherto appeared to be any special need for its 
discussion. Recently, however, the question has been frequently 
raised, therefore in the absence of adequate legal regulation, 
and since lawyers may be found who are willing to argue in 
favor of the application of premiums on stock to the payment 
of dividends, it has seemed to me necessary to furnish some 
reasons in support of correct accounting principles, for use by 
accountants both in the states where the practice is forbidden 
and in those where the laws do not prohibit it. 

In support of my argument, I would refer the readers of 
this article to a lecture on Audits and Investigations by W. C. 
Mushet, C. P. A. (see page 132 of the volume entitled Mercan- 
tile Credits published-by the Ronald Press Co., 1914) ; and also 
to pages 177 and 300 of the standard American authority on 
“Auditing Theory and Practice” by Robert H. Montgomery, 
A. 
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By A. L. Puiiprick, C. P. A. 


The progress that has been made during the last few years 
in bringing to the public an understanding of the nature of the 
accounting profession is a result of painstaking work of ac- 
countants and of the present requirements of business men— 
requirements not in existence a few years ago. The conscien- 
tious work of the members of the profession has taken the form 
of study and consideration of the many problems of accounts 
and diligent inquiry into the nature and extent of their duties 
to their clients and the public. Accountants have discovered 
a great deal in regard to the various elements of profit and 
loss and assets and liabilities that requires treatment different 
from that of a short time ago, and many accountants have 
believed that the settlement of these problems is of such great 
importance that all others may be disregarded. One of these 
neglected problems is a command of a good English style, and 
here, without question, is a field rich in possibilities. 

Usually the client and the public know of the value of the 
accountant’s work through results submitted in the form of 
the balance sheet, profit and loss account and supporting sched- 
ules, and through the report that goes with them. This report 
calls attention to the important features of the work, reviews 
what has been done, and sometimes contains recommendations 
for improvements in method. There are many variations of 
this standard form, and the results of some large engagements 
are presented almost wholly in a report. Thus the English lan- 
guage is depended upon to convey to the client an idea of the 
worth of the accountant. Therefore, the usefulness of a clear 
style of writing as a means of spreading a knowledge of ac- 
countancy is as great as an intimate acquaintance with the tech- 
nique of accounts. 

Moreover, the accountant bears a relation to his client such 
as a member of no other profession bears. The lawyer writes 
usually to a man skilled in the same profession, who under- 
stands the meaning of technical words and phrases—such a 
man as a judge, a referee, or a master in chancery. The doctor 
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of medicine seldom makes written reports, and the work of the 
architect and the construction engineer is revealed as it pro- 
gresses. But the accountant has to depend on his knowledge 
of the vast but treacherous powers of language when he reports 
on the greater portion of his work. That is to say, many times 
the client will judge the work of the accountant by the im- 
pressions conveyed by the report; for he may not understand 
the degree of knowledge necessary to the construction of a bal- 
ance sheet and a profit and loss account. The accountant writes 
narratives of the work he has done, explains the recommenda- 
tions for changes in a system or for the installation of a new 
system, and sets down in figures the values that he has de- 
termined as the assets and the liabilities of his client. 

All of the accountant’s work appears in writing. Usually 
his story is read by those who are not familiar with the vocabu- 
lary of the profession, but he must write his report in a style 
that will clearly convey his ideas to his clients. If they com- 
plain that his report is not clear, he cannot blame them for 
their possible ignorance of accounting matters. He has con- 
tracted to do certain work, and he must convey to his client 
the fact that the work has been done by clearly stating what the 
results are. If the client declares that the report is not com- 
prehensible, the accountant has failed to do what he has agreed 
to do. He has missed the chance to use the great power in- 
herent in language, which is a thing apart from the subject- 
matter. This power is the only explanation of the rise of some 
men to positions above what their natural gifts deserve. Momm- 
sen declares that the legend of Ciceronianism is the result of 
this effect of mere words so arranged as to give forth all of 
the strength there is in them. 

Despite the great place that the written word has in the work 
of the accountant, usually he does not study the effective use 
of language. He does spend a great amount of energy in get- 
ting a knowledge of the technique of accounts, but seldom does 
he pay much attention to preparing himself for the arduous task 
of transmitting that knowledge. He depends on his general: edu- 
cation to supply him with whatever he requires for writing, 
often to his own loss in the future. He does not know of the 
years of training in the art of writing lived by the novelists and 
historians whose books are immortal; so he cannot know from 
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an author’s standpoint how hard it is to make those who read 
understand the thoughts of those who write. 

One of his great problems, then, is language; and it is a 
problem even to those who have been brought up in an atmos- 
phere of literature, and who have been fortunate enough to have 
had the leisure and the inclination to give the subject deep 
study. The uncertain boundary between good use on the one 
hand and faulty grammar and diction on the other hand is one 
of the greatest difficulties met by those who attempt to convey 
ideas in written words. After that come all of the rules of 
sentence structure, connective sentences, paragraph compo- 
sition and connective paragraphs—rules that are usually for- 
gotten until a genius appears who violates almost all of them, 
and gives the public something readable and refreshing. Under 
these difficulties accountants cannot be required to write after 
the manner of Sir Thomas Browne, DeQuincey or Cardinal New- 
man, but there is the opportunity for them to acquire some of 
the qualities of clear idiomatic English that mark the writings 
of Defoe and Dean Swift. 

There is no possibility of clearness of meaning in accounting 
reports, however, until the writer knows the true meaning of 
the words he uses and knows that this meaning is the one recog- 
nized by those for whom he is writing. The accounting pro- 
fession is so young that word meanings have not become fixed 
by usage. The result is the use of three or four nouns for the 
designation of one thing. This disagreement over the choice of 
words exists not only among different accounting firms but 
also among partners of one firm, and the choice of one term 
or another depends on the standard of the partner who writes 
or reviews the report. The clients are justified, therefore, 
when they complain that accountants’ reports are not clear, and 
when they ask the accountant on reviewing the report, “Now 
just what does this mean?” Accountants themselves recognize 
this handicap, and the American Association of Public Account- 
ants has appointed a committee to establish standard definitions. 
As the profession grows older, this difficulty will be of less im- 
portance than it is now, but it is certainly a great difficulty at 
present, and its effects may be overcome partly by care in the 
choice of non-technical words and phrases. 

The varying meanings of nouns used almost wholly by ac- 
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countants may be called a local difficulty, but the big problem 
of selecting the right word for the right place throughout a re- 
port brings the accountant face to face with the problem of 
every man who has tried to make the language his servant. Stu- 
dents of style declare that the policy of writers in this respect 
has even more to do with good style than their determined policy 
pertaining to the vexed question of idioms and grammar. The 
writer may delight in the delicacy and artistry of the literary 
lace-work produced by words derived from the classic languages, 
or he may get the most satisfaction from the hard-hammering 
and rugged words that have come down from Anglo-Saxon days. 
The choice he makes between these two parts of the English 
vocabulary will have a great effect on his style of writing. 

The adaptability of the classic style for use in reports ap- 
peals to many members of the profession; for, they say, it is 
capable of fine distinctions of meaning, it has an elegance that 
is pleasant, it is dignified, and its use is an evidence of erudition. 
It surely has all of these qualities. Keats took the words de- 
rived from the Greek and Latin languages with which to build 
his incomparable verse; Religio Medici has all the graces of a 
ballet on account of Sir Thomas Browne’s use of classic de- 
rivatives; and the orations of Edmund Burke are none the 
less powerful because of their sonorous wording. ‘The other 
choice that the accountant may take, that of using words of 
Anglo-Saxon origin, will bring to him a vocabulary that has a 
virility and strength without equal in any other language. The 
words are short, they sound hard, their meaning is definite. 
They give a sense of. progress to the average reader in that he 
feels that he is getting somewhere. He understands them bet- 
ter than he does the classic derivatives. Therefore they bet- 
ter meet the primary function of all writing as set out by Her- 
bert Spencer when he said that the chief duty of a writer is to 
convey an idea to a reader while exercising the smallest possible 
part of the reader’s effort. 

The histories and narratives of Defoe show the strength there 
is in this part of the English vocabulary, and undoubtedly the 
diary of Sir Samuel Pepys would not be famous as a word 
picture of the times if that frank but blithesome gentleman had 
used the highly decorative words that have been grafted to the 
language from the Latin and Greek. During a famous criminal 
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trial of not many years ago these two elements of the English 
vocabulary were matched in a most dramatic manner. One at- 
torney’s argument to the jury was the limit of literary gorgeous- 
ness, but the other attorney crashed through it with hard-hitting 
language that scattered its fragments of reasoning and wrecked 
its ornate structure. Senator Henry Cabot Lodge, whose his- 
tories and biographies surpass in quality even his achievements 
in politics, has explained that he adopted the use of short words 
at the beginning of his career because of their plainness and 
strength. 

This quality of clearness, therefore, commends words of the 
short Anglo-Saxon kind to accountants. They carry ideas bet- 
ter, and they carry them straighter than do other words, al- 
though the opinion has been expressed that they do not give the 
necessary weight to scientific writings. Such a point of view 
is the result of placing weight in the wrong place. The subject 
may be obscure and technical, but the language used to develop 
it should be simple; and it must be simple if it is to be suc- 
cessful in its object. Emerson is the philosopher of every man 
because of the primer-like simplicity of his style, and Huxley 
explained highly scientific questions in such a manner as to lift 
them out of the depths of profound learning and show them to 
the man in the street as live matters which affect him in his 
commonplace life. 

Short words also tend to prevent a pompous style that is 
offensive on account of its implied superiority. They leave the 
thought shining clearly before the client or his banker unshrouded 
by verbal falsework. They make the language strong in texture, 
invigorating in its freshness and drive into the sub-consciousness 
of the reader the fact that the author knows what he is writing 
about. The use of short words and of words of only one meaning 
are but two of the expedients for producing an effective style of 
writing. The vee of idioms is a third; but the study of the works 
of any master of the language soon brings to the student an idea 
of what a big subject style is. 

The accountant naturally inquires what he is to do to get a 
clear style of writing as a part of the equipment for his work. 
Continued reading of the best that has been written in the lan- 
guage is usually advised as one means to this end. Herbert 
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Spencer said, “He who daily hears and reads well-framed sen- 
tences will naturally tend to use similar ones,” and Milton went 
further when he said that “he who would write good poetry must 
make his life a poem.” Also critics have declared that style is a 
reflection of personality, and that the man who naturally thinks 
clearly, who realizes his own strength and weakness, who is men- 
tally alert and fertile in ideas will naturally write in a style that 
possesses the great qualities of modesty, simplicity, clearness 
and strength. Probably this statement is too broad, but every 
person knows of those of very limited education whose writings 
always made “good reading,’ which means that the ideas are 
forcibly brought to our attention. 

The adoption of an ideal of style will naturally tend to an 
imitation. The result will be a better style although never the 
same as the ideal. It will be different, thanks to the theory of 
variations, but it may be as effective. If it grows to the point 
where it is readily recognized as distinctive from all others great 
progress will have been made toward the goal of originality, 
one of the most important to be reached in the struggle for 
mastery of language. In an essay on style T. H. Wright covers 
this point by saying that “originality is far oftener originality 
of expression than idea; a fresh aspect of something old, not a 
discovery of something new,” which is another way of saying 
that many an old truth is raised from the level of triteness when 
it appears, so to speak, dressed in a new suit of clothes. 

Apparently no one set of rules can be laid down for the crea- 
tion of style. There are as many rules for writing virile Eng- 
lish as there are for club-holding in golf, and a great many that 
are contradictory produce equally good results. If the need 
of literary style is recognized by the members of our profession 
some progress will have been made, and the means to meet this 
need will surely be found. 
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EDITORIAL 
Tax Laws and Their Administration 


Public accountants are expressing lively satisfaction at the 
evident intention of the treasury department so to regulate the 
administration of the income tax law as to impose the least bur- 
den upon the taxpayer and to involve the least labor in the 
compilation of returns. Wherever possible the treasury officers — 
are endeavoring to make clear the provisions of the law so that 
misunderstanding may be reduced to a minimum and, where 
latitude in regulation is allowed by the law, to direct that the 
ordinary practices of business be adopted as the basis upon which 
to levy the tax. 

During the recent convention of the American Association 
of Public Accountants in Washington one of the most interest- 
ing discussions was that relating to the administration of the 
income tax law. On that occasion Mr. S. H. Boyd, head of the 
personal income tax bureau, made it plain to his listeners that 
the department was endeavoring to work with the taxpayer and 
his representative rather than against them. He afforded an- 
other illustration of the increasing tendency of government to 
act for the people in the truest sense. 

When the federal excise tax act (which preceded the present 
law) was enacted it was found that the wording was altogether 
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unsatisfactory and opposed to practical administration. There 
was, however, so little elasticity in the phraseology of the law that 
the treasury was compelled to rule frequently in a way which 
must have appeared to department officers, as it did to the busi- 
ness world, something which would have been ridiculous had it 
not been so annoying. 

The history of the old excise tax and the fact that in some 
instances treasury regulations were not in accordance with the 
letter of the law are well known to all accountants. When the 
present law was drafted by a sub-committee of the ways and 
means committee of the house of representatives it was pur- 
posely so written that the widest discretion commensurate with 
the purposes of the government should be allowed to the officers 
of the department entrusted with the administration of the law. 
Unfortunately during the devious wanderings of the bill through 
committees, houses of congress and conferences the original 
simplicity of the phraseology was largely lost and a mass of 
verbiage was added which served no other purpose than to con- 
fuse both lawmaker and public. 

It is gratifying, however, to find that in spite of all the un- 
necessary language of the law it still permits a considerable dis- 
cretionary power to administration officers. These are men who 
should be qualified to conduct the collection of the tax. Most 
of them are capable and intelligent. All of them may safely be 
considered as more expert in technical matters than the average 
member of either house of congress. 

The public has little quarrel with the administration of the 
law. There are of course sections of it which are unsatisfactory 
and which do not permit the treasury to administer them in a 
reasonable way ; but while it is fhe obvious intention of the treas- 
ury to make the best of the law and to seek for amendment of 
the most undesirable sections there is no reason to complain. 

For some time past there has been a movement to establish 
in Washington a bill-drafting bureau; and if ever the necessity 
for such a bureau was clearly demonstrated it has been in the 
case of tax laws. While we have the very deepest veneration for 
the ability of out legislators it must be admitted that they are 
not over-endowed with practical knowledge, especially in mat- 
ters of business. Therefore it seems nothing short of absurd 


that technical details of laws bearing principally upon the busi- 
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ness man should be entrusted in the first instance to congress. 
Many members of the national legislature would be incapable of 
distinguishing between good and unworkable features of such 
laws. The consequence of the present system is that far too 
many laws are written on statute books; and of them a large 
number cannot be enforced according to the letter and others in- 
volve the greatest difficulty and constant annoyance through- 
out their administration. The purpose of the law may be ex- 
cellent but its wording is frequently faulty and its effect far 
from what was intended by its original makers. 

There is an unaccountable reluctance in congress to part with 
anything which has been considered a prerogative of the con- 
gressman; and for some inscrutable reason the drafting of bills 
is considered sacrosanct and not to be entrusted to profane 
hands; but as practical common sense begins to spread through 
the legislative bodies it will be recognized that the truest economy 
and the most fruitful legislation can be secured only by the 
proper preparation of bills originally. Of course there will al- 
ways remain the possibility of injurious amendments but the 
peril of impracticable legislation will be greatly reduced when 
the preparation of bills is entrusted to persons having a know- 
ledge of language and a grasp of technique. 


Certified Statements 


One of the most interesting papers presented at the convention 
of the American Bankers’ Association in Richmond last month 
was that read by Frederick H. Hurdman, C. P. A., of New York, 
on the subject of credits from the viewpoint of the certified pub- 
lic accountant. The paper was read before the clearing house 
section of the bankers’ association and although of considerable 
length was received with the greatest attention. Mr. Hurdman’s 
discussion of the subject was explicit and sound. 

The increasing interest taken by bankers in the subject of 
certified statements from borrowers was clearly shown in the 
comments upon the paper by various members of the clearing 
house section and it is pleasing to learn that the views which 
accountants have held as to the absolute importance of the certifi- 
cation of borrowers’ statements are now so generally shared by 
bankers. 
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In the December issue of Tue JouRNAL OF ACCOUNTANCY 
we hope to print in full Mr. Hurdman’s paper. The subject is 
a familiar one to most of our readers but anything which con- 
tributes to the better comprehension of this vital element of 
credit is worthy of careful attention. 


Certified Public Accountant Laws 


During the coming winter the majority of state legislatures 
will meet for their regular biennial sessions and it is expected 
that in several states there will be attempts to enact laws pro- 
viding for the certification of public accountants. 

At present there are thirty-three states having C. P. A. laws. 
Of the remaining fifteen states three or four are not likely to 
consider this class of legislation for several years to come inas- 
much as the development of public accountancy therein is slow 
and the need for regulation not sufficiently apparent. It is prob- 
able, however, that bills permitting the certification of public 
accountants will be introduced next year in at least nine states 
and success is predicted in three or four of these. 

It appears that the next two years should see the number of 
“C. P. A. states” increased to forty. As the movement spreads 
it gathers momentum and it is today a much easier matter to 
obtain the enactment of C. P. A. laws than it was when the 
general understanding of the question was entirely vague and 
uncertain. 

The American Association of Public Accountants through 
its committee on state legislation endeavors to prevent enactment 
of undesirable laws, but occasionally the efforts of interested 
persons in outlying states have been unknown to the association, 
and laws not altogether in accordance with the standards set 
up by the association have in a few instances been written on the 
statute books. 

It is the duty of every member of the association to take an 
intelligent interest in this question of state legislation. The laws 
as a whole leave little to be desired, but every weak law enacted 
works serious injury to the accounting profession generally and 
the C. P. A. degree in particular. 

Association members are familiar with the standards adopted 
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by the association and they should watch with great care move- 
ments for the enactment of C. P. A. laws in neighboring states. 
Whenever the introduction of C. P. A. bills is reported to them 
they should forward the information to the office of the asso- 
ciation so that the effort to supervise legislation of this character 
may be assisted. This affords an opportunity for every member 
to display his interest in association work and to stand ready to 
do a real service to the cause of public accountancy. 


The Spread of Reform 


The movement to encourage the certification of statements 
submitted by borrowers to banks, directly or through note brok- 
ers, is making steady and satisfactory progress. 

The supervision committee of the Louisville clearing house 
association has adopted a form of letter to be sent to borrowers 
over the signature of the clearing house association. Each bank 
in the association will be supplied with copies. 

Following is the letter: 


Copy or LetTer To BorROWERS 
ADOPTED BY 
Louisvitte Creartnc House AssocraTIon 


The necessity of accurate accounting is vital. In concerns of moderate 
size the heads are usually engrossed in buying, manufacturing or selling 
of merchandise, and the accounting is done by junior officers or often by 
subordinates without financial interest at stake. 

Modern business methods are accountable for the growing custom of 
independent audits by a public accountant at least once a year, with the 
result that in many cases careless methods of bookkeeping are corrected, 
leaks stopped, better methods of ascertaining costs and overhead charges 
inaugurated, and a more comprehensive knowledge of the business re- 
vealed to the heads of all departments. 

The giving of a statement is a reciprocal operation, working justice 
to both the borrower and the lender, and some concerns are not receiv- 
ing the consideration they are perhaps entitled to, due to the fact that 
their affairs are not presented with sufficient clearness. 

We, therefore, have taken the liberty of calling your attention to 
what we believe is a modern necessity, and trust that you will engage 
an accountant of recognized standing before your next annual inventory 
time, to the end that your interests and ours may be subserved and that 
there may be perfect cooperation between us. 
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Income Tax Department 
Epitep By Joun B. Niven, C. P. A. 


There is published with the treasury decisions this month a letter 
which has been addressed by the treasury department to internal revenue 
agents advising them of the course to adopt in connection with deduc- 
tions on account of depreciation claimed by corporations. The agents 
are informed that a depreciation deduction in order to be allowable must 
be a fair measure of the loss sustained by reason of the wear and tear, 
exhaustion or obsolescence of the property and must be so entered in 
the books of the company “as to constitute a liability against its assets.” 
This would appear to go further, and reasonably so, than had been per- 
mitted by the department under the former corporation tax law where 
the principle had been laid down in practice, in some districts at least, 
that depreciation to constitute an admissible allowance had to be actually 
written off the asset and not, as is the case under this ruling, permitted to 
be carried as a reserve on the credit side of the ledger. 

The ruling further, and with propriety, puts a stop to corporations 
claiming allowances for depreciation which they do not record as charges 
upon their books. .If the ameunt of the allowable depreciation is not 
entered, corporations are permitted to open their books to do so but 
the deduction is not to be allowed until it has been actually so recorded. 

The decisions published are: 

T. D. 2020 which still permits the use of the forms of certificates 
superseded as at October Ist, 1914, in the cases where they were executed 
prior to that date. 

T. D. 2022 which waives until further notice the regulation requiring 
the filling in on certificates of the numbers of the bonds from which 
coupons have been detached for payment. It will be remembered that 
this requirement has never been insisted on and the terms of the de- 
cision now issued seem to indicate its permanent abandonment. The 
practical utility of the ‘regulation has never been apparent. From the 
government's point of view, it must look to the maker of the bond, 
or its duly appointed fiscal agent, to account for the tax on all interest 
paid either in cash or by certificates of exemption. The amount of in- 
terest actually paid will be disclosed by the corporation’s own return and 
beyond that the government does not seem to be concerned. In those 
cases where the holder of the bond is liable for the super-tax his cer- 
tificates of ownership lodged with the maker of the bond will be avail- 
able to the government for checking his return and the fact that the 
certificates contain the bond numbers would not have been of any as- 
sistance to that end. It may be assumed that the department in the 
preliminary stages of the administration of the law did not feel safe 
in abandoning any source of information which might ultimately be useful 
to it, and it is only now after twelve months’ operation that it is con- 
vinced that the requirement can be waived without danger to efficiency. 
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TREASURY DECISIONS 
LETTER TO INTERNAL REVENUE AGENTS 
Dated, August 27, 1914 


It has come to the notice of this office that, in the examination of 
the books of corporations for the purpose of verifying their returns of 
annual net income, revenue agents and examining officers have, in many 
cases, declined to allow deductions on account of depreciation, simply 
and only because the amounts claimed in the returns on this account 
were not written off on the books of the companies. This conforms 
technically with the rules of this office, requiring all deductible items to 
be evidenced by book entries. : 

However, the special excise tax law (section 38, act of August 5, 
1909) and the federal income tax law (section 2, act of October 3, 1913) 
authorize corporations to deduct from gross income a “reasonable allow- 
ance for depreciation, if any.” Neither of these laws specifically requires 
that, in order to secure deduction on this account, the amount claimed 
must be written off. 

It has nevertheless been consistently held by this office that a de- 
preciation deduction, in order to be allowable, must be a fair measure 
of the loss sustained by reason of the wear and tear, exhaustion, or obso- 
lescence of the property, and must be so entered upon the books of the 
company as to constitute a liability against its assets. 

Such “reasonable allowance” is to be determined upon the basis of the 
cost and probable number of years constituting the life of the property 
with respect to which it is claimed. 

Because of the fact that the law does not specifically require amounts, 
otherwise deductible, to be written off, many corporations included in 
their deductions from gross income reasonable allowances for deprecia- 
tion, of which there was no evidence on their books. 

It is not the desire of this office to deny, upon purely technical 
grounds, a deduction which the law authorizes and which conforms, or 
may be made to conform, to the regulations. Revenue agents and ex- 
amining officers, in the examination of the books of a corporation, will, 
therefore, determine whether or not the deduction claimed in its return 
is a fair and reasonable measure of the loss sustained during the year, 
and, if they find that the amount claimed in a return is such fair and 
reasonable measure of the loss and that it was not written off on the 
books of the company, they will permit the corporation to reopen its 
books, if it so desires, and make such entries as will constitute the 
amount sought to be deducted a liability against the assets of the com- 
pany and a charge against the income of the year for which the return 
is made. Sufficient time to make such correcting entries should be given 
the corporation before the report of the examination is made to this 
office, and any recommendations as to additional taxes should be made 
accordingly. 
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If a corporation refuses or neglects to reopen its books and write 


off the depreciation claimed in the return, or a reasonable amount meas- 
uring the loss sustained on this account, the amount claimed in the return 
will be disallowed. The correcting entries for each year, if made, must 
be such as would have been made had they been made at the time the 
books were closed. 

The foregoing instructions do not contemplate that a depreciation de- 
duction is to be allowed in every case simply because it is written off. 
If, upon examination, taking into account the character of the property 
and the uses to which it is put, it appears that the amount written off 
and deducted in the return is in excess of a reasonable allowance within 
the law, the excess should be disallowed. 

When the amount claimed for depreciation has been written off on 
the books of the company, either prior or subsequent to the making of the 
return, it remains for the revenue agent and the examining officer to 
determine whether or not this amount is such as, within the meaning 
of the law and regulations, constitutes an allowance deduction, and, if 
it does, it should be allowed and report made accordingly. 

In order to avoid unnecessary correspondence and delay in adjusting 
cases upon which revenue agents shall have reported, the instructions 


hereinbefore given should be carefully noted and closely followed, to the 


end that, before the report of the examination is forwarded to this office, 
corporations, which have not done so, may be given opportunity to write 
off the amount of depreciation claimed in the return, provided such 
amount is a fair measure of the loss sustained on this account. 


(T. D. 2020, September 25, 1914) 


Use of old forms of ownership certificates, which have been executed prior 
to October 1, will be accepted. 


When coupons from bonds due on or subsequent to October 1, 1914, 
are accompanied by certifjcates of ownership which were properly executed 
on or prior to October 1, 1914, on the old forms prescribed prior to May 
2, 1914, such certificates will be accepted. 


(T. D. 2022, October 3, 1914) 


Waiver until further notice of regulation requiring the filling in on certifi- 
cates of numbers of bonds. 


Notice is hereby given that regulation requiring the filling in on 
certificates of numbers of bonds or other like obligations of corporations, 
etc., from which interest coupons are detached or upon which registered 
interest is to be paid—which was extended to October 31, 1914, by T. D: 
1985, issued May 28, 1914—is hereby waived until further notice. 
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Epitep By SEyMouR WALTON, C. P. A. 
Compounp INTEREST 


The following question in regard to interest has been asked: 

“Enclosed please find clipping from the newspaper in regard 
to the interest charged by a ‘loan shark.’ The borrower received $125.00 
and gave a note for $168.00 payable in twelve monthly instalments of 
$14.00 each. What rate of interest did the borrower pay? The news- 
paper says it was 89.6/10 per cent per annum. In my opinion he paid 
only 34.4/10 per cent.” 

We shall have to disagree with both the newspaper and the writer 
of this letter. Without attempting to slow how the rate can be as- 
certained ‘either by algebra or logarithms, we shall have recourse to the 
ordinary compound interest tables to be found in any good interest 
book. The problem is to find at what rate of compound interest $14.00 
monthly has a present value of $125.00. As the interest tables are all 
based on $1.00 per month, we must reduce the $14.00 to $1.00. The 
question then will be, at what rate a monthly payment of $1.00 will have 
a present value of 1/14 of $125.00, which is a trifle more than $8.92. As 
the interest tables are made out for years, we must find the rate per 
year in the tables and that will give us the rate per month. Taking 
the table headed “Present value of $1.00 per annum,” and running out 
on the line of 12 years, we find that the nearest amount to $8.92 is in 
the column of 5%, $8.86325. This would be 5% per annum on yearly 
payments, and the rate would be the same per month on monthly. The 
borrower is therefore paying 5% compound interest per month, very 
nearly. This is more than 60% per annum, because it is compounded 
monthly. How much more, we can find from the table of ordinary com- 
pound interest, which shows that $1.00 at 5% compound interest for 12 
terms amounts to $1.795865 or a little more than 79 1-2% simple interest. 

Each payment of $14.00 consists of the interest on the unpaid prin- 
cipal and of a portion of the principal. The law of partial payments is 
that each payment must be applied first to the liquidation of the interest 
calculated to the date of the payment, and that the balance of the pay- 
ment is to be applied to the reduction of the principal. Interest is to 
be calculated on the new principal each time. In the present case this 
would work out as follows: 


Interest Principal Debt. Interest Principal Debt. 

$125.00 Forward $31.29 $52.71 $ 72.29 

Ist mo. $6.25 $ 7.75 7.75 7th mo. 3.61 10.39 10.39 
$117.25 $ 61.90 


2d mo. 5.86 8.14 8.14 8th mo. 3.09 I0.01 10.91 


$ 50.99 
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3d mo. 5.46 8.54 8.54 9th mo. 2.55 11.45 11.45 


$100.57 $ 309.54 
4th mo. 5.03 8.97 8.97 10th mo. 1.98 12.02 12.02 
$ 91.60 $ 27.52 
5th mo. 4.58 9.42 9.42 11th mo. 1.37 12.63 12.63 
$ 82.18 $ 14.89 
6th mo. 4.11 9.89 9.89 12th mo. 74 13.26 13.26 


Forward $31.29 $52.71 $72.29 Total $44.63 $123.37 $ 1.63 


This shows that the rate is a trifle less than 5% compounded monthly, 
but it is near enough for all practical purposes, especially for a loan 
shark. 

The treatment of compound interest leads to what seems at first to 
be an anomaly in ascertaining operating costs in a business. As we have 
seen, the consensus of opinion among accountants is that interest on the 
cost of machinery and other fixed assets should not be considered part of 
the manufacturing cost. In the case of a leasehold for which a lump 
sum has been paid, the same accountants will say that interest on the 
amount paid should be charged as part of the rental of the property. 
If the property is a manufacturing plant the rental is part of the manu- 
facturing cost. As this rental includes interest on the amount invested 
in the leasehold, the accountant is put in the position of saying that 
interest should in this case be charged as a cost of manufacture, while 
denying that it should be in the case of the machinery. 

This is a case of the distinction between a superficial resemblance and 
a real relation. In buying the machinery the only consideration is its 
fitness to do efficient work that will justify its cost. In buying a lease- 
hold the only consideration is the amount of money that will be saved by 
paying a lump sum for it, instead of agreeing to pay a fixed annual 
rental. Whether it is worth while to save this amount depends upon 
the value of ready money to the purchaser, that is, whether it will pay 
him to forego the interest that he would make on the lump sum if prop- 
erly invested. In buying a leasehold, therefore, interest is the main 
element determining its value. 

It is not entirely clear to every one as to what is meant by buying a 
leasehold, as long as leases are comparatively recent things in the newer 
sections of this country. A person who owns vacant ground which could 
be improved to advantage may not have the money with which to put 
up a suitable building for rental, and yet is desirous of obtaining an 
income from the property. He therefore leases the ground to some one 
else on condition that a building of a certain value shall be erected on 
it. This condition is made so that the lessor will have security for his 
rental, since if the rent is not paid, he can foreclose and take the 
building. As the building cannot readily be moved at the expiration of 
the lease, it reverts to the owner of the ground at that time. Naturally 
the lessee will not put up an expensive building, unless he is given pos- 
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session for a long enough time to enable him not only to receive a fair 
return on his investment, but also to get back the whole cost of it in 
addition. For this reason, these leases are usually made for 99 years. 

If the property is in an improving neighborhood, such as the business 
section of any prosperous city, the rental value will increase. The holder 
of the lease can then sub-let it to another tenant and make the difference 
between the rent he pays and that which he receives, the only work 
required of him being the drawing of one set of cheques and the 
endorsing of another set. The holder of the last lease always pays all 
taxes on the land. 

So far as these transactions go, there is no value in the lease that 
any holder has the right to put on his books as an asset. It may be 
that the lease may have a recognized value among real estate men, but 
unless it is sold either for actual cash or by being turned in as payment 
for stock in a new corporation, it cannot be considered proper to put 
its value on the books. It is merely a contract for a definite yearly pay- 
ment for the use of the property. 

The sub-lessee, however, may wish to commute his payments by as- 
suming the old lease and paying a lump sum to the original holder in 


’ place of the annual payments of the increase in the rental. Or, it may 


be that the holder of the original lease may offer the owner of the 
land a lump sum for the entire lease in place of paying the annual rent. 
This is not a purchase of the land, but a commutation of the rent. The 
land still belongs to the owner and reverts to him together with all the 
improvements at the expiration of the lease. When a lease is thus bought, 
the purchaser has a right to put it on his books at the price he paid 
for it. In fact, there is nothing else that he can do. This explains and 
justifies the presence of the item of leasehold as an asset on a balance 
sheet. If the purchaser had bought the land outright it would, of course, 
be an asset. When he pays a lump sum for a 90 year lease, he has 
virtually bought the land for that time, and it is equally an asset. 

In order to determine the amount at which a lease can be commuted, 
it is necessary first to fix upon the rate of interest which the seller 
demands and the purchaser is willing to pay. Reference to a compound 
interest table headed “Present value of $1 per annum at compound in- 
terest,” will show the amount in the column of the agreed interest rate 
and on the line for the number of years the lease has to run. Multiplying 
this amount by the number of dollars in the yearly rental will give the 
value of the lease. 

The practical working is as follows: Suppose a person made a lease 
on a parcel of land 24 years ago calling for a yearly rental of $6,- 
000.00. Owing to great improvements in the neighborhood, the prop- 
erty would now rent on short leases, not more than five years perhaps, 
for $14,000.00 with every prospect of its becoming still more valuable. 
If he wishes to enjoy an income that will be uniform and cause him no 
trouble to look after, he finds some one who needs the property and who 
also believes that it will rise very considerably in value. The two men 
agree on $16,000.00 as a fair rental for the remaining seventy-five years 
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of the lease. The first man, the lessee, may sublet to the second man, the 
sub-lessee, for $16,000.00 a year and then pay the original rent himself, 
or the sublessee may assume the original lease and make a second lease 
to the lessee for $10,000.00 a year. In the latter case the subtenant makes 
two payments, one for $6,000.00 to the owner of the land and one for 
$10,000.00 to the original lessee. The only interest the original lessee 
has in the property under these conditions, besides collecting his $10,000.00 
promptly, is the necessity of being assured that the subtenant pays the 
original rental of $6,000.00 promptly and that the taxes and insurance on 
the property are regularly paid. It must be remembered that the only 
security the original owner and the first lessee have to protect them from 
having the property thrown back on their hands is the improvements placed 
on the land by the last tenant. 

So far none of the parties has any right to place the leasehold on his 
books as an asset. If the last tenant wishes to commute the lease given to 
the first lessee for $10,000.00 per year, and the two agree upon 5% as the 
proper basis, a reference to the compound interest table will show that 
the amount to be paid will be $194,849.70. This looks like a small amount 
to pay for a total of $750,000.00, payable at the rate of $10,000.00 per 
year for 75 years, but it is the exact equivalent if money is worth 5%. 
The purchaser has now the right to put leasehold on his books as an 
asset at the amount he paid for it, $194,849.70. The seller enters the same 
amount on his books as a profit, in exactly the same way as he would have 
done if he had bought land outright and sold it at that advance in price. 

A leasehold is a wasting asset. It diminishes in value every year in 
proportion to the lapse of time, until it expires by limitation. At the end 
it is worth absolutely nothing. The contract for the use of the land has 
come to an end and the land reverts to the owner, together with all the 
improvements that may be upon it. Therefore there is no occasion for 
the establishment of a fund to provide for the expiration of the lease. 
If the tenant thinks it advisable to provide readily available assets with 
which to buy another lease on the same or other property, he can re- 
invest the interest that he has earned on the commutation of the lease, 
or part of it, but this fund would be an ordinary investment fund, just 
the same as if he had put any other money into it. It cannot be called 
a sinking fund, because there is no maturing obligation that has to be 
paid out of it. There is no obligation laid on him to buy another lease. 
The purchase of the first lease was merely an investment of idle money 
at 5%. If he buys another lease, he is making another investment to take 
the place of the investment fund which he has established. Of course, 
we speak of the lessee as an individual only for convenience, as it is not 
probable that any man would outlive a 75 year lease. 

A wasting asset should be credited annually with such a sum as will 
extinguish it at its expiration. In the case mentioned 1/75 of the $194,849.70 
would be $2,597.99. If this latter amount is credited to leasehold every 
year, the total of the cost of the lease will be absorbed at the end of 
the 75th year. This would be an entirely incorrect method of treating the 
matter, on account of the debit entry that would have to be made to 
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offset the credit to leasehold. As the amount paid for the lease was 
a commutation of an annual rental, the annual wasting of the lease- 
hold must be charged to rent. But if the annual charge to rent is 
only $2,597.99 the operating expenses of the business will be understated, 
because the rental of the property is fixed at $10,000.00. Rent account 
must therefore be charged $10,000.00 annually (in addition to the $6,000.00 
due on the first lease) and interest must be credited with the difference 
between $10,000.00 and the credit to leasehold. While the interest will 
average $7,402.01 per annum, it will not be the same every year, since 
interest will be due on the principal sum as that diminishes year by 
year. The entries would be 


Ist year, Dr. rent 10,000.00 Cr. interest 9,742.49 Cr. ....... 257.51 
194,592.19 
2d year, “ “ 10,000.00 270.39 
194,321.80 


and so on for 75 years, when the principal will be exhausted. 

As we have intimated above the proposition is complicated by the 
introduction of the element of the investment of money in the com- 
mutation of the lease. The lease was not bought with the idea of 
saving money on the rent. It was purely an investment of money at 
a fair rate of interest. This must be taken into consideration in the 
accounts, if accurate operating statistics are desired. Of course, 
it makes no difference in the final results, since the amount of rent 
represented by the interest will be credited back to profits as interest, 
but it makes a vital difference in ascertaining the operating costs. 

If our supposititious lessee was not afraid of being criticised for 
stating that he was acting in a dual capacity, he might say that as a 
capitalist owning the leasehold, he had a right to charge interest to 
himself as the manager of the business. Or, worse still, he might say 
that the business owed him the interest! This misguided man would 
not know that it is an accounting crime to personify the business. What 
would happen if he had used personal money to buy the lease and had 
carried it on his personal books as an asset and had then collected 
$10,000.00 a year from the business, I will leave to the decision of those 
who say that a man as a business cannot owe himself as a capitalist. 
Of course, if a business cannot owe its proprietor, it cannot pay him, 
whether for rent or for anything else. 

In treating of these leases, the owner of the land is called the holder 
of the fee, the lease is called a ground lease and the rental paid ground 
rent. 


The following letter deals with the question whether a delinquent 
partner can be forced to pay interest: 


“Editor, the Journal of Accountancy: 
“This office being a subscriber to your Journat or Accountancy I 
would like to ask as a student of accountancy whether the following ques- 
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tion has been answered in any of the previous numbers or whether you will 
refer me to the proper author for the solution? 

“Two men go into business, each supposed to put up $500.00 on the 
basis of equal partnership. The partnership is formed and does a profit- 
able business. For instance, partner B hasn’t put up his partnership 
money, yet borrows money from the concern for his personal account. 
A therefore has to put up B’s share in the partnership. Is not partner 
A, in these circumstances, entitled to legal interest on the money in- 
vested by him, namely $1,000.00? Secondly, should not partner B be 
compelled to pay interest on the moneys borrowed?” 


In a partnership the question of interest on either capital or drawings 
is entirely a matter of agreement. No interest can be demanded by one 
partner or exacted of another, without the consent of the one whose 
account will suffer. The situation is not analogous to that in which one 
person owes an undisclosed debt to another, because both the partners 
are supposed to know the exact conditions. If an agent collects money 
for a principal and does not inform him that he has done so, and does 
not remit within a reasonable time he is liable for interest at the legal 
rate. If the agent informs the principal of the collection and the prin- 
cipal makes no demand for the money, the agent is not liable for interest. 

The question turns upon the ability of the person who is injured to 
protect himself. In the case in point, partner A was abundantly able 
to do so. When B neglected to pay his share of the capital, A could 
have ended the partnership at once on the ground that B had not fulfilled 
his engagement. As he elected to continue, he is not entitled to any 
consideration, unless he made it a condition of the continuation of the 
partnership that he should receive interest on the excess of his contri- 
butions to the capital, which in this case would be the whole amount he 
paid in. The letter says that A has to put up B’s share in the partner- 
ship. This is very ambiguous. It probably means that A was obliged 
to double his own capital, because B had neglected to pay in anything. 
As it stands, it is capable of being construed into A’s having lent B the 
money with which to pay in B’s capital. In either case, A is not entitled 
to interest unless it is agreed to by B. 

In the case of the money borrowed by B for his personal account, 
A again had his recourse in being able to prevent B’s action. If B had 
drawn the money without A’s knowledge, A could have dissolved the 
partnership and called on B for an accounting, if he wished to do so. 
If he agreed to B’s borrowing the money without any conditions, he can- 
not demand that B shall pay interest on it. He can notify B that if 
he does not pay interest on both the excess of A’s capital and on the 
money borrowed, he will move for a dissolution of the partnership; 
but that is an entirely different proposition from that of having the legal 
right to collect interest. Each partner is supposed to know all the con- 
ditions of the business. If one of them allows the other to draw out 
or to neglect to put in money, whether he allows it by express agreement 
or. by tacit neglect to protest against it, he cannot demand any penalty, 
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unless he is willing to take the extreme step of threatening to dissolve the 
partnership. 

The last sentence of the letter is also ambiguous in its use of the 
word “should.” This word implies a moral obligation. As a matter of 
common justice, B should pay interest both on A’s second contribution 
of $500.00 and on the borrowed money. The answer to the question 
would be that B should be compelled to pay the interest, if there were 
any way to compel him to do so. If the que$tion had read “Can B be 
compelled to pay interest?” the answer would have to be negative, if he 
could not be forced into doing so by the fear that the partnership 
would be dissolved. 


TREATMENT OF Errors 1N Books Out of BALANCE 


“T am to take a new position October 8th with a wholesale grocery firm, 
and their books have not been balanced for several months; the book- 
keeper not being able to catch up in routine work so as to take a 
balance. Would it be advisable to take a balance to September 30, and 
then make some disposition of the amount that the trial balance was 
out, so as to balance the books to the first of October? In this way I 
thought I might be able to obtain my monthly trial balances, and as I 
got time, go over the old work and find the errors that had been made 
previous to my time. I shall be very grateful for your valued advice 
in this matter.” 


When a new bookkeeper takes hold of a set of books that have been 
out of balance for some months, he will not have time to locate all the 
errors and draw off a correct trial balance, unless he neglects his own 
current work. The proper thing to do is to take a very careful trial 
balance of the books as they stand, ascertain the exact discrepancy and 
open an adjustment account with a balance, debit or credit, sufficient 
to bring the books into nominal balance. At the end of each month of 
his own work the bookkeeper can take off a trial balance of the accounts, 
including the adjustment account, and prove his own work. As he finds 
time, he can begin at the month after the last correct trial balance of 
his predecessor and check the work for that month. Any errors that are 
discovered would be corrected by proper entries, the offsets to which would 
be credits or debits to the adjustment account. This should be done 
month by month, instead of trying to check the entire work of all the 
months that are out of balance. If an error is made in checking it is 
much easier to find it in a single month’s work than in that of a number 
of months together. 

If the books have been closed during the time they were out of bal- 
ance, and any errors are discovered which affect the net profits shown 
by the closing entries, the correcting entries should be made to profit 
and loss adjustment account. When all the months prior to the closing 
have been properly adjusted and balanced, this profit and loss adjustment 
account should be closed into the accounts of the partners on their profit 
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and loss sharing ratio. The concern is spoken of as a firm. If it were 
a corporation, the account would be closed into surplus. It must not be 
closed into profit and loss, as that account is always intended to represent 
the result of current operations, and nothing belonging to the previous 
period should enter into it. 

If the books show signs of having been checked several times, or if the 
bookkeeper wishes to be absolutely certain of his work, it is better not 
to try to check them again. A much more certain method of finding an 
error in a trial balance is by abstracting the books of original entry. As 
far as the general accounts are concerned, this should be done by indi- 
vidual accounts. If there are controlling accounts with customers and 
creditors, only the total debits and credits to these accounts should be 
taken into consideration in balancing the general ledger. If there are no 
controlling accounts, they should be opened in order to make the work 
easier. 

The process of abstracting is as follows: Sheets of abstract paper 
containing continuous debit and credit columns, similar to a trial balance 
book, are obtained. Each set of double columns is headed with the name 
of a general account, or in the case of accounts in which there are likely 
to be few entries, several may be put in one column. Starting with the 
cash book, each general item is posted to the debit or credit of its ap- 
propriate account on the abstract sheets. At the end of the month’s 
posting, these figures are assembled by totals for each account in debit 
and credit columns, the balance on hand at the first of the month is 
inserted in the credit cOlumn, and that at the end of the month in the 
debit column. If the two columns balance the accuracy of the work is 
proved and also the accuracy of the cashbook. Under the cash items on 
the abstract sheets the debits and credits from the journal, the salesbook 
and all other original books are posted. If the assembled totals again 
balance, the bookkeeper can be sure that his work is correct. He now 
has a copy of all the debits and credits that should be on the general 
ledger. By taking the balance of each account as it appears on the cor- 
rect trial balance at the beginning of the month and debiting and crediting 
it with the totals shown on his abstract sheets for that account, he obtains 
the balance that should be shown by the general ledger at the end of the 
month. This he compares with the account on the ledger, and if it does 
not agree, he compares the items until he finds the discrepancy, which 
he can then correct. 

When he has thus balanced the general ledger, he uses the same method 
with the accounts receivable and then with the accounts payable, until he 
brings each of them into balance with the controlling account. Some of 
the errors may have been found and corrected in adjusting the general 
accounts. As there are likely to be too many accounts, especially with 
customers, to make it practicable to abstract every account, the work is 
done in blocks of one hundred pages, if the ledger is paged, or by letters 
if it is a loose-leaf alphabetical ledger. That is, the columns on the ab- 
stract sheets are headed 1 to 99, 100 to 199, and so on. All the items 
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belonging in each block are posted to the appropriate column and added 
up. To the total balances in a block on the trial balance that was correct 
at the beginning of the month these totals are debited and credited. The 
result will be the total balances for that block at the end of the month. 
All the blocks that agree are eliminated, and only those in which differ- 
ences appear need be investigated. Of course, the total debits and 
credits on the abstract sheets must be the same as the total corresponding 
items in the controlling account, or else differences must be located and 
corrected. By keeping the items from each original book separate on the 
abstract sheets, any difference would be located in the book in which it 
occurred. 

This method presumes that the bookkeeper has been careful in putting 
in the folio numbers cerrectly. While it requires a little more time than 
ordinary checking, the advantage gained more than offsets this disadvan- 
tage, as it is an absolutely sure way of proving not only the postings, 
but also all the additions in books of original entry and ledgers, and the 
drawing off of all the ledger balances. 


The following problems are from the Illinois examination for May, 
1914: 

The Michigan Mining Company leases an iron ore mine from A. 
Smith for a term of 30 years at a rental to be based on a royalty 
charge of 25 cents per ton of ore mined, with a minimum, or dead rent 
of $8,000.00 per annum; the lease providing that the lessee shall have 
the right to recover dead rents paid in excess of royaltics earned within 
the next succeeding five years. From the following details of the ore 
mined, prepare the account of the lessor as it should appear on the 
books of the lessee company, and also the relative nominal or imper- 
sonal accounts affected, having regard to the federal income tax re- 
quirements as to the collection of the tax at the source: 


(Tons) 
Year Ore mined 
15,160 
60 


SoLuTION 


The amount to be charged to rental each year must be based on the 
number of tons mined, in order to keep accurate statistics of the cost 
of the ore. When the amount runs under the minimum charge the dif- 
ference must be carried as a deferred charge to rentals paid in advance, 
or as the problem expresses it, dead rentals. When the account runs 
over the minimum the excess would be credited to dead rentals until 
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the balance in that account is taken up, provided it is done within the 
five year limit. 


The entries necessary would be as follows: 


8,000.00 
8,000.00 


The expression “within the next succeeding 
five years” would bring this within the limit 
of time. The credits are applicable on the old- 
est debits first. Since the three credits aggre- 
gate $0,965.00, the first two debits totalling 
$0,660.00 are now covered, with a credit of 

305.00 on the third debit of $455.00 


A. Smith $8,950.00 gross .............4. 8,875.42 
U. S. government for tax retained ...... 74.58 


On the assumption that A. Smith has not 
notified the company of any exemption. In 
1913 the tax was for 5/6 of the year. Five- 
sixths of $8,750.00 is 5458.33 subject to 1% 


tax. 
U. S. government for tax retained ...... 150.65 
PROBLEM 


A and B enter into a partnership and will share profits in the pro- 
portion indicated by their investments. A furnishes $25,000.00 and B 
furnishes $15,000.00, which is invested in lands and buildings, $10,000.00; 
merchandise, $30,000.00. However, before they have actually commenced 
business, C, realizing that A and B have a promising venture, offers to 
buy a one-third interest in the business for $20,000.00. A agrees to 
sell, provided B will consent to pay him a bonus of $4,000.00 out of 
his (B’s) share. This B agrees to do and consents to the sale. How 
should the $20,000.00 be divided between A and B, so that the interest 
of all three partners will be equal? 
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SoLuTION 


This problem has been given in at least one other state before. It 
seems as if the conditions could have been more clearly expressed. 
If C bought a one-third interest in the business, he would pay in his 
$20,000.00 to the credit of his capital account, B would pay in an addi- 
tional $5,000.00 which A would draw out, and they would all have equal 
interests, and incidentally would have some ready money for working 
capital, of which they seem to be sadly in need. In this way, neither 
A nor B would receive any of the $20,000.00 contributed by C, and B 
would not have any share out of which to pay $4,000.00 to A. Then 
comes the question as to how A and B are to divide the $20,000.00, 
although no intimation has been given that this money is not to remain 
in the business, and the further demand that the interest of all three 
partners shall be equal, which we are forced to infer means that their 
capitals shall be equal. 

Having finally reached the viewpoint of the examiners, we find that 
after C is admitted to the firm, the capital will still be only $40,000.00, 
one-third of which, or $13,333.33, is to stand at the credit of each part- 
ner’s capital account. As C pays $20,000.00 for this amount of capital, 
he is paying a bonus or premium of $6,666.67. This is, of course, a 
profit to A and B, and as they share profits in the ratio of their in- 
vestments, A would receive credit for five-eighths of it, or $4,166.67, 
and B for three-eighths or $2,500.00. A and B would then draw out 
such sums as would bring their balances down to the required sum. B 
would pay $4,000.00 to A as part of his withdrawals. The capital ac- 
counts of the three partners would show as follows: 


A. CAPITAL 
$15,833.33 Investment .............. $25,000.00 
$/6 of Gomus ........... 4,166.67 
$29,166.67 $20,166.67 
$13,333-34 

B. 
ESS eee $ 4,000.00 Investment .............. $15,000.00 
166.67. 3/8 of bonus ........... 2,500.00 

$17,500.00 $17,500.00 
$13,333.33 
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C. 
Bonus to A. and B. ..... dh $20,000.00 
$20,000.00 $20,000.00 
$13,333.33 
A. would therefore receive altogether ........ 19,833.33 
B. would receive net ‘v.........ccccccccccsces 166.67 


This problem cannot be answered by considering that A and B 
have a goodwill of $20,000.00, as established by C’s payment of that sum 
for a third interest. If it were so answered, the goodwill would be 
a profit to A and B, for which A would receive a credit of $12,500.00 
and B of $7,500.00. This would make A’s balance $37,500.00 and B’s 
$22,500.00. A would draw in cash $17,500.00, and B $2,500.00, which he 
would have to pay to A, together with $1,500.00 more, to make up the 
$4,000.00 as agreed. 

The objection to this is that A and B have not had time to establish 
any goodwill. Goodwill is the value of the earning power of a business 
above the normal returns that would be ordinarily considered satisfac- 
tory. By the terms of the problem A and B are starting out in an 
entirely new enterprise. C realizes that they have a promising venture, 
not that they have a profitable business. As it takes time for an enter- 
prise to demonstrate its earning power, it is impossible for a new busi- 
ness to have a goodwill. To the extent that the earning power is un- 
proved, C is embarking in a speculation, not making an investment in 
a paying business. 


PROBLEM 


In the case of an important public corporation having a number of 
stockholders throughout the country, vigorous action is displayed be- 
tween two opposing interests to obtain control of the directorate and 
officers, rendering it important that the proxies from the stockholders 
should be correctly reported at the meeting. For this purpose you are 
requested to certify to the number of proxies received in favor of the 
respective individuals. State what information, papers or records you 
would require to examine, and how you would proceed. Also draft a 
form of certificate you would furnish. 


SoLuTIon 
If the corporation has appointed a trust company as registrar of its 


stock, there should be a list of stockholders of record on the day the 
transfer books were closed furnished by the trust company, and certi- 
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fied as correct by one of its officers. If there is no registrar, a similar 
list should have been prepared by the secretary of the corporation. I 
should first check this list to the stock ledger, and if there were any 
reason to suspect fraud, I should check it also against the open stubs 
of the stock certificate book. I should then take the proxies handed in 
by each person and on a separate sheet for each one I should list the 
names of the stockholders signing the proxies in his favor, placing the 
number of shares opposite each name. At the same time I should make 
a note against each name on the list of stockholders of the name of the 
person to whom the proxy had been given. In this way I would ascertain 
whether any stockholder had given proxies to two or more different per- 
sons. If I found such to be the case I would schedule the one of the 
latest date and ignore the others. If the signatures on the duplicate 
proxies did not agree, I should ignore both of them until I had an 
opportunity to ascertain which one was genuine. 

Having thus checked the list of proxies in favor of each person, I 
should add up the total shares represented by each list, and, if I had 
time, I should add the shares on the original list of stockholders against 
which I had noted the names of proxy holders and compare the total 
with the total of the several lists of proxy holders. Of course, the add- 
ing would be done on an adding machine. Having thus proved my own 
figures, I should make the following certificate: 

“I hereby certify that I have carefully checked the proxies submitted 
by the following persons against a list of stockholders of record on the 
jakeies day of .......... 19.. as certified by the .......... trust com- 
pany, registrar of the stock of the Blank Company, (or as verified by 
me from the stock ledger) and that I find that the proxies held by each 
are in due form and are as follows: 

(Here would follow a list of persons and the total number of shares 
for which each held proxies.) 

“And I further certify that the above list contains no duplicate proxies 
or any which are irregular in form. 

“Signature.” 
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Computation of Interest Rates 


Editor, The Journal of Accountancy: 

Sir: In your August number, under the caption Computation of 
Interest Rates, Mr. Skinner raised a question that is worthy of more 
than passing notice. 

The question of the rate of interest charged by loan companies is 
seldom raised unless the matter gets into the courts, for the reason 
that the borrower is not in a position to quibble about terms. More 
flagrant cases than that mentioned in the article under consideration 
have come to my attention. I have known the borrower to repay the 
loan several times and still owe the principal. 

The first solution offered by Mr. Skinner is so manifestly wrong that 
a refutation is hardly necessary. It is based on the assumption that 
the loan is repaid by six payments of $8.40 each, the last payment being 
seven months from the time of the loan. The average time therefore is 
three and one-half months, and this multiplied by fifty gives $175.00 
as the average loan. But this method takes into account six payments 
only, leaving the next four payments to cover the interest on the loan; 
consequently the result obtained by Mr. Skinner’s method is erroneous. 

Mr. Baldwin’s method, which accords with the general practice 
in such cases, is based on the assumption that interest and discount are 
the same thing. It is evident that the rate obtained from such assump- 
tion is less than the actual rate. When the rate is low the method of 
averages cuts little figure, but it is different when the rate is high. 

A more accurate method is that of discounting each monthly pay- 
ment. Taking the loan to be $50.00 to be repaid in ten monthly pay- 
ments of $8.40 each, the rate would have to be 14.125%. But assuming 
this to be the correct rate and computing the amount of the loan and 
the several payments to the end of the term, we shall find that the 
results differ materially. Thus a loan of $50.00 at 14.125% per month 
for ten months will amount to $120.63, while the payments will amount 
to $137.39. On the other hand, assuming $137.39 to be the correct amount 
of the several payments and discounting this for ten months we get 
$56.95 as the present value of the loan. 

It would seem not unreasonable to assume that the present value 
should equal the future value discounted for the whole time, and 
vice versa. If this assumption were true the rate would be 27.87% 
per month obtained by this formula; i= (A—z) /V—A( a ) which 
is based on the theory that the sum of all payments, less the loan, 
(An—V) divided by the difference between the amount of the loan 
for ten months and the amount of the several payments from time of 
payment to the end of the term, should give the rate. In illustration, 
$50.00 for ten months is equal to $500.00 for one month, and $84.00 for 
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four and one-half months (average time of payments) is equal to 
$378.00 for one month. The difference is 122 months in favor of the 
lender. Dividing 34 (whole interest paid) by 122 gives 27.87 as the 
rate, and the only rate, that will conform to this assumption. Com- 
puting the amount of the principal at this rate for ten months we get 
$189.35, and the several payments computed at the same rate will also 
amount to $189.35. But each payment discounted at this rate would 
give a very small present value. 

The different results obtained by different methods inevitably lead 
to the conclusion that what is called simple interest is not nearly so 
simple as is generally supposed. As a matter of fact simple interest is 
a misnomer. Interest paid monthly is really compounded. 

In my opinion the only correct and scientific method is to compute 
the rate on the basis of compound interest, which gives results in every 
way satisfactory, at both ends and in the middle. But it has the dis- 
advantage that people generally do not understand it, or cannot apply 
it readily when they do understand it. 

The formula devised by Mr. Skinner for determining the rate based 
on compound interest requires the assumption of a trial rate and a 
repetition of the computation at another rate. It would be much simpler 
and fully as accurate to assume an approximate rate and then compute 
the present value of the monthly payment by the simple formula, 
v= (Cs ), where V is the present value of the annuity “a,” “n” the 


number of terms, “i” the monthly rate and “r” the ratio, or 1 i. The 
resultant V will be more or less than the given loan, according as the 
assumed rate is higher or lower than the actual rate. Repeating this 
process with a rate either higher or lower than that previously used, 
as may be required, and interpolating between the two V’s so as to 
obtain a V equal to the amount of the loan, we can obtain the re- 
quired rate within a reasonable degree of accuracy. 

But a better and much more direct method is to use what is known 
as Baily’s formula, which gives the rate directly with great accuracy 
for less than 50 periods at usual rates and for 20 periods or less for 
high rates. For the information of those not acquainted with it, the 


2 
formula is as follows: Let q= 1, then i=q 
The rate obtained by this formula is always too great by a very small 


quantity. In the example given the rate obtained by this formula is 
10.753%, while the actual rate is 10.7464%. The rate may, therefore, 
be taken as 10.75%. 
Very truly yours, 
E. S. THomas. 


Cincinnati, September, 1914. 
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Correspondence 


Editor, The Journal of Accountancy: 

Sir: In the August number of THE JouRNAL oF AccouNTANCY, there 
appeared an article by Mr. P. H. Skinner, Computation of Interest Rates, 
wherein the author says that he “was unable to find a formula for the 
operation.” 

And still, in computations of this character, we have the most re- 
markable formula invented, that is, Baily’s formula, which gives the rate 
of interest with great accuracy, the solution of which consumes only a 
nominal amount of time and labor. The writer has been called upon 
time and time again to solve this interest rate problem, invariably using 
Baily’s formula, which, strange to say, seems to be an unknown quantity 
even amongst accountants of prominence. 

In order to demonstrate the remarkable accuracy of Baily’s formula 
which is always too great, but producing a negligible error in periods 
from I to 50 years for ordinary rates, the appended comparative schedule 
is submitted, wherein the true rate is 5%. 


Annuity for: Rate per cent 

3 years 5.00002 

5.00006 
5.00043 
5.00195 
— = 5.00521 
5.01003 
5.01990 
99 “ 5.13604 


In the problem, presented by Mr. P. H. Skinner, involving an ex- 
traordinary rate per cent, the application of Baily’s formula works 


out 10.75375% per mo. 
The true rate is in round figures 10.75000% “ “ 
Leaving an error of 0.00375 7% 


Yours truly, 


G. JacoBsson. 
Chicago, September, 1914. 


A Question of Inventory 


Editor, The Journal of Accountancy: 

Sir: The writer wishes to take advantage of the invitation often 
expressed in THE JouRNAL to make inquiries through your columns. I 
am desirous of inaugurating a system of inventory but am not able 
to perpetuate it with the regular method of perpetual inventory because 
our plant is divided—materials are kept at one or more or all buildings, 
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and facilities do not provide for stock room or clerk in charge to 
record receipts and usages. 

We have a cost record showing exact cost of articles manufactured 
and complete make-up of every item used. 

Can any of the readers give me their experience or suggestions whereby 
this record may be kept so that at any time it would show amount of 
raw materials on hand as an inventory? 

Yours very truly, 
L. GERHART. 

Philadelphia, August, 1914. 


Competitive Bidding 


Editor, The Journal of Accountancy: 

Sir: Mr. Cooper’s remarks in his article in the August JouRNAL 
with reference to accountants bidding against each other for business 
are none too strong, and open up another subject which is as well 
worthy of discussion as the question—Should accountants advertise? 

A few years ago two letters from me on the subject were published 
in the JourNAL in the hope that they would provoke some debate, but 
they failed to do so. Mr. Cooper’s remarks, coupled with a recent ex- 
perience of an accountant friend of mine, have prompted me to make 
another attempt. 

Along with a number of other accountants, my friend’s firm was 
invited by the council of a certain city to submit a bid for auditing the 
city’s books. The firm replied to the invitation in part as follows: 


“We have your circular letter asking quotations and terms for 
auditing the accounts of several city officials, as well as the 
financial records of your city. 

“We wish to call your attention to the fact that there are some 
things that cannot properly or profitably be placed upon a com- 
petitive basis. 

“If the city wished special counsel in some particularly im- 
portant case, would the city officials ask prominent attorneys to 
submit bids; or, if medical assistance were needed in the schools, 
would the city ask physicians for competitive estimates. If 
spiritual consolation were needed for the sick and the afflicted in 
public institutions, would the council ask the pastors of the city 
for sealed proposals? 

“Asking competitive bids from professional accountants should 
result as unfortunately for you in this instance as it probably 
would in any of the other cases. 

“To request a competitive bid of a professional man is asking 
him to admit that his services are worth less than the fee ordi- 
narily commanded by his profession. 


396 


| 
| 
| 
| = 
| 


Correspondence 


“We venture to express the opinion that in the long run the 
community would be better served, if your relation to public ac- 
countants were maintained upon a strictly professional basis. 

“Bidding is a violation of professional ethics among lawyers, 
physicians, and others, and should be so among accountants. If 
you require the services of a practitioner in any one of the other 
professions, we believe that your selection would be governed ac- 
cording to the qualifications and the reputation of the man or the 
firm selected, and that you would arrange terms for the service 
to be performed that would be mutually satisfactory. 

“We see no reason why you should not do likewise in this 
instance. We positively decline to enter a competition as bidders.” 


It must have been with some astonishment that the city council read 
the letter from which the foregoing is a quotation, as it is rarely 
that accountants have the courage of their convictions in such a case 
as this, and probably the letter in question was the only one of the kind 
that was received. 

That city councils and the public have acquired the habit of asking 
for bids is something for which we accountants have only ourselves to 
thank. Further, the responsibility rests very largely upon the shoulders 
not of the small fry in the accounting world but on those of leading 
firms, who, if their practice were up to the standard of their ethical 
principles, would set a better example. 

What are we going to do about it? 

Yours very truly, 
E. G. SHorrock. 

Seattle, August, 1914. 


Accounts of Holding Companies 


Editor, The Journal of Accountancy: 

Sir: I have read Mr. H. C. Freeman’s excellent article in your Sep- 
tember issue on The Statement of Accounts of Holding Companies with 
great interest. As the author invites discussion of some of the points 
involved I take the liberty of contributing to such discussion, and I 
would very much like to see the opinions of other accountants expressed 
through your columns, particularly on the second section of Mr. Free- 
man’s article entitled “Interest of holding company in undivided earn- 
ings of subsidiaries.” 

In the case of the balance sheet of a holding company alone—not 
consolidated with the accounts of its subsidiaries—the question is con- 
sidered of introducing “into the assets of the holding company an item 
representing the proportion of the increment in the net assets of the 
subsidiary company representing the undistributed earnings for the 
period, corresponding to the proportion of the stock of the subsidiary 
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company owned by the holding company,” when such earnings have 
not been declared as dividends by the subsidiary. 

I cannot see why this practice is not legitimate, provided, first, that 
the balance sheet of the holding company shows clearly what portion of 
the subsidiaries’ profits taken into the accounts of the holding company 
have not actually been declared as dividends by the subsidiaries, and 
secondly, that no dividends be declared by the holding company in re- 
spect of subsidiaries’ profits that have not been declared as dividends by 
the subsidiaries. 

I contend that this is the safest method in cases where the balance 
sheet and profit and loss statement of the holding company alone are 
published, since instances are known where buyers of holding company 
securities have been misled and have suffered serious losses by reason 
of the undistributed earnings of subsidiary companies remaining as an 
undisclosed surplus, such security buyers having been in the dark as to 
whether the undisclosed surplus and current earnings were adequate 
to provide continuously for the dividend and interest requirements of 
the holding company securities outstanding. 

In the case of a situation where minority interests in the subsidiaries 
are involved it is suggested that it is desirable to publish a consolidated 
profit and loss statement of the subsidiaries alone, followed by a profit 
and loss statement of the holding company, which includes the propor- 
tion of the profit earned by subsidiaries due the holding company. 

Mr. Freeman quotes an argument in favor of the practice under dis- 
cussion, namely, that the holding company is in a position to withdraw 
such undistributed profits at any time by causing a dividend to be de- 
clared, but raises the following objections thereto: 

1. Where a holding company purchases the stock of a subsidiary com- 
pany at a time when that company had a deficit, which at the time 
of acquisition by the holding company for one reason or another could 
not be eliminated, it would not be in a position to withdraw in the 
form of a dividend profits which might be earned after the acquisition 
of the subsidiary until the initial deficit had been absorbed and then 
only to the extent of the excess profit over the initial deficit. 

Instances of the acquisition of subsidiaries in such circumstances may 
be said to be so rare as hardly to constitute a valid objection to the 
practice in question as a general rule. 

2. Where a subsidiary company made substantial profits one year, 
which were brought into account by the holding company, but were 
not received by it in the form of dividends, and the following year the 
subsidiary company sustained a heavy loss, it might be impossible for 
the asset set up in the books of the holding company to be realized. 

This is true. Entries should properly be made on the books of the 
holding company, however, to record the loss sustained by the sub- 
sidiary in any case, and the final effect on the surplus of the holding 
company would be the same whether the subsidiary profits for the prior 
year had been declared in dividends or not. If the subsidiary company’s 
profits had not been paid over in dividends to the holding company, the 
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latter company would not be in a position to pay same out in dividends. 

If the subsidiary profits for one year were paid out as dividends to 
the holding company and then paid out by the holding company as divi- 
dends, the holding company would be in a weaker position the following 
year, after the subsidiary had sustained losses, than if the subsidiary’s 
first year profits had not been declared as dividends to the holding com- 
pany, thus preventing the holding company from paying them out as divi- 
dends in turn. 

3. Where the holding company brings the earnings of the subsidiary 
company into account in its own statement it could enjoy all the benefits 
of ownership of stock without ever distributing a dividend to the min- 
ority stockholders, by withdrawing the surplus funds of the subsidiary 
companies in the form of advances. 

This abuse could be practised by a holding company irrespective of 
whether it brought the undeclared earnings of the subsidiary company 
into account in its own statements or not. 


I cannot see that the arguments which Mr. Freeman advances against 
the plan of showing the profits of a subsidiary company as an asset on 
the balance sheet of a holding company have much force. He states that 
“there does not appear to be any method actually sustained by law by 
which the earnings can be so set up.” Can he cite any legal decision 
against this practice? It seems to me that this is an accounting rather 
than a legal proposition. 

Yours very truly, 
L. H. Heke. 

Grand Rapids, Mich, September, 1914. 


Returnable Package in Accounts 


Editor, The Journal of Accountancy: 

Sir: Replying to the letter of Mr. A. Fischer in the August issue of 
THE JouRNAL, I would say that the column in the cash book for return- 
able packages covers the amount paid out for the return of those pack- 
ages sold with cash sales, and for packages received from customers 
whose accounts have been closed in the customers’ ledger; the returned 
package is paid for in cash. 

Replying to the article of Mr. Wilhelm Jensen, also in the August issue 
of Tue JourNnat, I would say that he evidently fails to realize that in 
the cement business, perhaps, the cost value of the returnable package 
(the sack) is very close to the amount charged to the customer, whereas 
in the cracker business, and in many other lines, the actual cost of the 
new packages is only from 40 per cent to 60 per cent of the amount 
charged to the customer. While in the case of cement sacks the liability 
to'customers for the redemption of the package very little exceeds the 
real worth thereof, in other lines the actual value of the returned pack- 
age is only from 30 per cent to 40 per cent of the amount the company 
is obligated to pay. 
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The first question is the elimination of the account to cover the ex- 
pense of maintaining the returnable package. This account is necessary, 
first, for the purpose of knowing whether or not it is better business to 
have these packages returned and put into condition or give them to 
the customer entirely with the goods and buy new ones. Should the cost 
of maintenance and repairs become excessive, it is evident that it would 
be policy to do away entirely with the returning of the package, and 
thereby save not only cost and bother of maintenance, but also time and ex- 
pense in the office. Also, in many lines of commerce the value of the 
package exceeds the value of the contents, and therefore the maintenance 
and expense of the package forms a very important part of the operating 
expense, and like any other important item of expense, it should be 
segregated and kept easy of access to those conducting the affairs of the 
business. 

The second question is the liability to customers. If Mr. Jensen 
had apprehended the use of the accounts suggested by me, he would 
have seen that the use of this liability account fully answers the question 
he raises later on: “Where would you keep track of packages outstanding 
an unusual time?” Not, as he suggests, for years, as there are very 
few packages which would be in returnable condition, if outstanding over 
a year. 

As to the necessity for the liability account, I will use Mr. Jensen’s 
own argument, that it was perhaps the straw that broke the back of the 
already overloaded camel, and thereby caused the failure. Certainly, 
had the company known of the extent of this liability, which, in this 
case, amounted to a net loss of 70 per cent of the cash paid out (owing 
to the fact that the second-hand package was worth not more than 30 
per cent of the amount the company was compelled to pay for redemp- 
tion), it would, in the usual course of business, have prepared for the 
trouble, and the burden would have been carried over the critical period. 
Business men seldom fail when they can look ahead and see what is be- 
fore them, but it is the unseen, and therefore the unprepared-for, event, 
which generally causes their trouble; and it is the duty of the account- 
ant to point out and keep before the business executive these possible 
dangers, in order that they may be provided for in advance. 

The liability in the case of the returnable package is like bills re- 
ceivable discounted—undoubtedly a contingent liability—it exists as truly 
in one case as it does in the other, and it is as important to keep ac- 
count of it in one case as in the other. 

The third point raised is as to the actual value of the package in the 
hands of the customer. Here again Mr. Jensen has gone astray for the 
reason that the separation of the merchandise and the package in the 
customers’ ledgers has nothing to do with the asset consisting of the 
actual value of the returnable package in the hands of customers, which 
is ascertained by taking a percentage of the liability to customers’ ac- 
count, but is made entirely for the purpose of obtaining the real value 
of accounts receivable, in order that the firm itself, or its creditors, 
may not be misled by a false value placed thereon. 
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In other words, what I am doing by separating these items, as Mr. 
Jensen says, is to reduce to a certainty that which had been largely a 
matter of speculation and uncertainty with those concerns which use the 
returnable package. 

Now as to the fourth question—profit on returnable packages. This, 
as I stated in my article, is ascertainable only on a percentage basis, 
and is impossible of accurate ascertainment, but can be closely approxi- 
mated if it can be ascertained how many packages over the useful age 
limit are outstanding. The only profit on returnable packages exists on 
those packages which have been paid for and cannot or will not be re- 
turned. 

I am glad to see that my article has provoked discussion on this 
question, and hope others will come back at me. 

Yours truly, 


G. V. W. Lyman. 
New Orleans, September, 1914. 


Editor, The Journal of Accountancy: 

Sir: In the June JournaL oF AccouNTANCY, there appears an article 
by G. V. W. Lyman, C. P. A., on the treatment of returnable packages. 

The writer agrees with Mr. Lyman that this subject is one of very 
great importance and one which is often ignored in devising a system 
of accounts where such packages are employed. 

A concern in the retail oil business was borrowing all the money pos- 
sible on its accounts receivable. The company lending the money asked 
that an examination be made to determine the financial condition of the 
borrower, which examination disclosed the fact that the accounts re- 
ceivable (which the loan company held as security) were overstated by 
the difference in the cost of the containers and the price at which they 
were charged to the customers—in this case about $2.00 per container. 
Several thousands of these containers were outstanding, and not only 
was the security of. the loan company impaired but a false statement 
was being shown. 

In view of the above situation, an accounting system was ordered 
installed, which would correct the faults disclosed. The system devised 
and installed was very similar to that described by Mr. Lyman, except 
that it was necessary to show monthly the profit and loss. 

The problem then became one of keeping accounts on the books that 
would show at all times the correct inventory of returnable packages, 
the merchandise inventory being easily taken at the end of each month. 

This was done by separating, as explained in Mr. Lyman’s article, 
the merchandise charge from the charge for the package, and the entries 

. to the controlling account at the end of the month were as follows: 
Accounts receivable — merchandise 
‘Accounts receivable — packages 
Merchandise sales 
Packages in transit 
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The “accounts receivable—packages” and “packages in transit’? account 
were always equal and in making up the financial statement, both were 
eliminated, being nominal accounts. By eliminating these items from the 
balance sheet there was no danger of any misunderstanding as to the 
true assets or liabilities. 

The inventory of packages was determined monthly in: the following 
manner : 

Beginning with the inventory of packages as determined by a physical 
inventory at depreciated values, all purchases were charged in the same 
manner as that in which an account for material might be handled. 
Packages returned for credit were charged at billed price to “packages 
in transit” account and credited to “accounts receivable—packages,” 
thereby closing the transaction. 

Packages retained and paid for by the customer were totaled through 
a column provided in the cash book at the end of the month and the fol- 
lowing entries put upon the books: 

(a) Cash 

Accounts receivable—packages (at billed price) 

(6) Packages in transit (at billed price) 

Profit on package sales (profit on packages) 
Inventory of packages (at average cost) 

When the books were closed at the end of the month a reserve for de- 
preciation was provided to offset wear and tear and obsolescence on 
packages, which depreciation reserve deducted from the book inventory, 
determined as above, gave the correct depreciated value of packages for 
the balance sheet. 

If properly handled, the various accounts mentioned above would 
show on the trial balance at the end of the month as follows : 

Debit—inventory of packages (average cost) 
Credit—depreciation reserve 

Debit—accounts receivable—packages (at billed price) 
Credit—packages in transit—(at billed price) 

The “accounts receivable—packages” and “packages in transit,” being 
always equal, are eliminated from the balance sheet, as they are merely 
nominal accounts representing the value of packages in transit at billing 
price. 

The inventory of packages can be proven by deducting the average 
profit from the “accounts receivable—packages” and adding the total 
of the packages in warehouse at average cost, and this proof can be 
made at any time that the inventory of packages in warehouse is lowest 
and need not necessarily be done at the end of the fiscal year. 

Yours truly, 
W. J. Taytor, C. P. A. 

Cleveland, September, 1914. 
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FACTORY ORGANIZATION AND ADMINISTRATION. Second 
Edition. By Huco Diemer. The Ronald Press Co., New York, 
1914. 

Within the limits necessarily imposed by a moderate sized volume 
Professor Diemer has covered ably many fields of action comprising the 
science of industrial management. These fields of action, as stated in 
chapter 1, include the following: Finance; organization; accounting; in- 
dustrial plants, their service and process equipment; selection and handling 
of employees; production systems and methods; and distribution, includ- 
ing selling and advertising. 

The author criticizes the questionable practice of consulting experts 
who “have gathered together certain peculiar methods and have added 
to them certain principles of management, and then dubbed the whole 
the ‘Blank System of Management.’” As being in sharp contrast to such 
procedure he refers to Dr. Taylor, the father of modern manufacturing 
efficiency, who prefers the term “scientific management” to “the Taylor 
system.” 

In chapter IV the various types of organization are described and 
interesting charts given illustrating organizational principles. 

In a chapter dealing with the general principles of cost accounting 
Professor Diemer compares the various methods employed in allotting 
expense burden. He favors the hourly machine rate method and includes 
in this rate interest on the purchase price of the machine. Even if the 
greater accuracy of the hourly machine rate method as compared with 
the other methods described is admitted it will be obvious that the adop- 
tion of the former will in most cases add considerably to the accounting 
expense. 

Chapter XXII dealing with the functions of the cost department is of 
particular interest to accountants. Professor Diemer’s opinion of cost 
accounting is embodied in his statement that “naturally the final develop- 
ment of a cost system is the figuring of the cost of each individual piece 
as well as of each operation on that piece.” This method, however, if 
applied to a concern manufacturing standard machines involving thcus- 
ands of parts and tens of thousands of operations would result in an 
accounting expense entirely out of proportion to the results obtained. 
It would simply ascertain the costs of the same parts over and over again. 

In place of a detailed system, the tendency of modern cost accounting is 
toward a standard or specification system whereby once the cost of 
each part, assembled part, or complete or finished unit of product has 
been carefully ascertained, these particular costs will stand as the basis 
of all future computations until changes in manufacturing conditions 
(either in the kind or quality of material used, in the labor operations 
or overheads) render the existing costs meaningless or misleading. By 
this means the essential information required is obtained and, as has been 
demonstrated by actual test, with an accounting expense a fraction only 
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of what would be required under a system of continuous detailed cost 
accounting such as described by Professor Diemer. 

Generally speaking, Professor Diemer’s work will repay careful 
study by accountants, particularly those who undertake to design and 
install systems. It must be confessed that accountants in installing systems 
are apt to view all problems presented too much from the viewpoint of 
the accountant and too little from that of the manufacturer, and a study 
of Professor Diemer’s work will doubtless lead such to a realization of 
the larger issues at stake when this kind of work is undertaken. 

The author states that the work of the industrial engineer “involves 
technical knowledge and ability in science and pure engineering which 
do not enter into the field of the accountant.” This is obviously a cor- 
rect statement, but it should be borne in mind that the field of industrial 
engineering involves a knowledge of finance and accounting only ob- 
tainable by the trained accountant, and the failures of systems installed 
by engineers have doubtless been due as much to a lack of sound ac- 
counting knowledge as has the failure of system designs installed by 
accountants been due to the restricted viewpoint of the accountant. As 
a matter of fact, the field of industrial management is so wide as to 
necessitate the assistance of both engineer and accountant, and it is 
through the cooperation of these two professions that the most perma- 
nent and satisfactory results are obtained. 

G. CHarter Harrison. 


ANCIENT DOUBLE-ENTRY BOOKKEEPING. By Joun B. Gers- 
BEEK. The Ronald Press Co. New York, 1914. $5.00. 

Ancient Double-Emtry Bookkeeping is primarily a book for the biblio- 
phile and the scholar; within its covers may be found many interesting 
facts that will afford the average man much entertainment. 

Nearly every other branch of human endeavor has its well-defined 
history compiled from the exhaustive researches of many historians; but 
of that vital department of the commercial world, the keeping of ac- 
counts, there was very little of history until a few years ago. In fact 
it has long been the boast of modern accountants that only the 
many complexities of modern industry, its combinations, trusts and rami- 
fications from individual corporations into immense holding companies, 
brought the profession of public accountancy to the position it holds 
in the commercial world today. The author of the present volume con- 
tends that the profession of accountancy is almost as ancient as that of 
law, and he has taken his readers back to the first printed work on the 
subject, written by a Franciscan friar, Lucas Pacioli, who lived and wrote 
in the little Italian village of Sancti Sepulchre, near Venice, in 1904. 
From this early work it is shown that even at that time there were 
well defined principles of bookkeeping and accounts, and that then as now 
the labors of the accountant were bent towards systematizing and making 
uniform the many methods in vogue. 

The making of Ancient Double-Entry Bookkeeping shows the result 
of years of research through many European libraries, the acquisition of 
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several rare books, and finally the laborious translation of medieval ver- 
nacular, and the compiling of the thoughts of several early writers which 
show that the modern accountant plods faithfully in the footsteps of the 
Franciscan friar of five centuries ago. 

The book is from the W. H. Kistler Press, Denver, and is a creditable 
example of the bookmaker’s art. It is compiled to show on the left-hand 
pages photographic reproductions from the original authors in Italian, 
Dutch, German and early English and on the right-hand pages the modern 
English translation. The book is replete with reproductions of early book- 
keeping forms and the painstaking methods of internal checks, many of 
which are in use today. 

The ancient authors reproduced are Lucas Pacioli (Italian) 1494; 
Domenico Manzoni (Italian) 1534; Don Angelo Pietra (Italian) 1586; 
Matteo Mainardi (Italian) 1632; Jan Ympyn Christoffels (Dutch) 1543; 
Simon Stevin (Dutch) 1608, and Richard Dafforne (English) 1636. The 
works of many other contemporaneous authors are discussed, but the re- 
productions of the seven mentioned form an unbroken chain from the 
earliest authorities on bookkeeping at the time when Venice held the 
commercial supremacy of the world down through Holland’s leadership 
in commerce, and through the English to America. The author points 
out that America may have obtained her accounting from the early Dutch 
settlers of New York, which might account for the differences between 
American and British methods of accounting. 

Ancient and Modern Bookkeeping is a book containing many books, 
most of which are either out of print or are so rare and expensive as to 
be cut of reach of the majority. It is worthy of a place in the library 
of every booklover. 


Announcements 
Kansas City School of Accountancy, Law and Finance 


The educational committee of the Kansas City chapter of the Missouri 
Society of Certified Public Accountants has for three years past been 
cooperating with the Young Men’s Christian Association in conducting 
the Kansas City School of Accountancy. The school has been a success 
and has prepared many candidates for the C. P. A. examinations. It 
has now been decided, however, to make new arrangements whereby the 
Kansas City chapter takes entire charge of the school. Headquarters have 
been obtained in the Hall Building and the following trustees have been 
elected by the chapter: Chairman, Frederick A. Smith; secretary, F. A. 
Wright, Jr.; treasurer, Edward Fraser; Albert J. Watson and J. D. M. 
Crockett. 


New York C. P. A. Certificates Issued 


Since the first of July certificates as certified public accountants have 
been issued to the following in the state of New York: Messrs. Claude 
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FF. Griffis, Arthur H. Harris, Herbert B. Hawkins, Philip H. Hessol, 
Benjamin Jacobs, Peter J. Kane, Wilbur L. Lytle, Winfield McKeon, 
Leslie E. Palmer, L. Moss Pangborn, John F. D. Rohrbach, Clifford E. 
Scoville, Louis Simonoff, George H. Sinnott, Joseph Sobel and Joseph 
Weiss. 


Colorado Society of Certified Public Accountants 


At the annual meeting of the Colorado Society of Certified Public 
Accountants on August 13, 1914, the following officers and directors were 
elected: President, F. W. Deidesheimer; first vice-president, Emil W. 
Pfeiffer; second vice-president, Morton M. Hamma; third vice-president, 
John S. Williams; treasurer, F. H. Bentley; secretary, A. E. Keller; as- 
sistant secretary, T. H. Reddington; auditor, W. S. Dent; directors, F. W. 
Deidesheimer, C. G. Weston, Emil W. Pfeiffer, Leonard Dates, S. R. 
Schaeffer, F. B. Reid, F. J. Spencer, C. E. Strong and F. D. Stackhouse. 


Minnesota Society of Public Accountants 


At the annual meeting of the Minnesota Society of Public Accountants 
on August 27th, 1914, the following officers were elected: President, 
R. D. Webb; secretary and treasurer, Edgar C. Salvesen. James S. Mat- 
teson of Duluth was elected director in place of J. Gordon Steele, re- 
signed. 


Michigan State Board of Accountancy 


At the examinations conducted by the Michigan state board of ac- 
countancy in June the following candidates were successful: George M. 
Patterson, Grand Rapids; William C. Rowland, Detroit; George R. Gibbs, 
Detroit; and E. Lerov Coe, Detroit. 


Massachusetts State Board of Examiners 


The bank commissioner of Massachusetts has appointed as members 
of the Massachusetts examining board the following: Gerald Wyman, 
C. P. A., chairman, Waldron H. Rand, C. P. A., secretary, Walter L. 
Boyden, C. P. A., Augustus Nickerson, C. P. A., and J. Edward Masters, 
A. 


M. O’K Crowley, v. P. A. C. A. and John J. Quinn have opened 
offices in the Woolworth Building, New York, under the firm name of 
Crowley, Quinn & Co., accountants and auditors. A branch office will be 
opened in Chicago on January Ist, 1915. 
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